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RECENT TRENDS IN DEPRECIATION DECISIONS 
Perry MAson 


preciation by the courts has been in 

the field of public-utility rate regula- 
tion where depreciation is an important 
factor as one of the operating expenses to 
be covered by the rates charged for serv- 
ices and in the determination of the rate 
base as a deduction from cost, original or 
reproduction; but depreciation has also 
been considered in other types of cases, in- 
cluding: income tax cases, the determina- 
tion of corporate income which can be 
distributed as dividends, the settlement of 
partnership agreements when the amount 
of income is in dispute, the life-tenant re- 
mainderman situations, master-and-serv- 
ant cases when a part of the servant’s com- 
pensation is a share of net income, patent 
cases when the royalty is a portion of net 
income, eminent domain cases in the de- 
termination of the value of the confiscated 
property, tax assessment problems in ar- 
riving at the value of the property to be 
taxed, and, in general, those cases in which 
the determination of net income or the 
settlement of the value of depreciable 
property is before the court. 

In building up an interpretation of de- 
preciation provisions over the years, the 
courts have proceeded much as we see 
them proceed today; that is, they have at- 
tempted to interpret the laws according to 
accepted practices and standards. For in- 
Stance, in 1876 we find the oft-quoted 


T= most extensive treatment of de- 


cen Eyster v. Centennial Board of Finance, 94 U. S. 


dictum of the Supreme Court: ““The public 
when referring to the profits of the busi- 
ness of a merchant, rarely ever take into 
account the depreciation of the buildings 
in which the business is carried on, not- 
withstanding they may have been erected 
out of the capital invested,’ while in 1917 
the Court said :? “What here was meant by 
‘depreciation of property’? We think Con- 
gress used the expression in its ordinary 
and usual sense as understood by business 
men. It is common knowledge that busi- 
ness concerns usually keep a depreciation 
account, in which is charged off the annual 
losses for wear and tear, and obsolescence 
of structures, machinery, and personality 
in use in the business. . .”’ Except in the 
public-utility rate cases, the accountants’ 
or business man’s interpretation of depre- 
ciation has been accepted without much 
discussion of the underlying theories. The 
straight-line method based upon original 
cost has usually been approved, but the 
courts have reserved the right to deter- 
mine for themselves the reasonableness of 
any procedure as indicated by the evi- 
dence presented in the particular case un- 
der consideration. The attitude of the 
courts is well expressed in the following 
quotation from the comments of an anno- 
tator in American Law Reports on the 
treatment of depreciation in income tax 
cases. 

There are few decisions discussing the pro- 
priety of the application of the “straight-line 

2 Von Baumbach v. Sargent Land Co., 242 U. S. 503. 
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method.” ... The question, in most of the in- 
stances where it has arisen, appears to have been 
finally disposed of on the hearing by the Board of 
Tax Appeals... So far as may be determined 
from the decisions of appellate courts, it would 
seem that there is no settled rule for calculating 
depreciation; and that the method applied by the 
tax commissioner, whatever it may be, will or 
will not be upheld, as it appears reasonable or 
unreasonable under the facts and circumstances 
of the case.* 


United States v. Ludey,‘ decided by the Su- 
preme Court in 1927, has frequently been 
cited in support of original cost as the basis 
of the depreciation calculation. 


The depreciation charge permitted as a de- 
duction from the gross income . . . represents the 
reduction . . . of the capital assets through wear 
and tear of the plant used. The amount of the 
allowance for depreciation is the sum which 
should be set aside for the taxable year, in order 
that, at the end of the useful life of the plant in 
the business, the aggregate of the sums set aside 
will (with the salvage value) suffice to provide an 
amount equal to the original cost. The theory 
underlying this allowance for depreciation is that 
by using up the plant a gradual sale is made of it. 
The depreciation charged is the measure of the 
cost of the part which has been sold. When the 
plant is disposed of after years of use, the thing 
then sold is not the whole thing originally ac- 
quired. The amount of the depreciation must be 
deducted from the original cost of the whole in 
order to determine the cost of that disposed of in 
the final sale of properties. Any other construc- 
tion would permit a double deduction for the loss 
of the same capital assets. 


The following quotations will illustrate 
further the treatment of depreciation by 
the courts. 


371A. L. R. 971. 

4274 U. S. 295. The theory that a gradual sale is 
made of the plant as it is used, and that depreciation 
represents the cost of the plant sold, is an unusual con- 
ception of depreciation. It is interesting to note that 
Justice Brandeis, who wrote the opinion in this case, 
did not use it in his extensive discussion of depreciation 
in the dissenting opinion in United Railways & Electric 
Co. v. West, 280 U. S. 234 (1930). 

This case has also been cited in support of the limita- 
tion of total depreciation to original cost for income tax 

purposes. See Cameron v. Commissioner of Internal 
Revenue, 56 F. (2d) 1021 (1932) and Burlington Gazette 
Co. v. Commissioner of Internal Revenue, 75 F. (2d) 
577 (1935). 


[Depreciation] is intended to cover the esti- 
mated lessening in value of the original property, 
if any, due to wear and tear, decay, or gradual 
decline from natural causes, inadequacy, obso- 
lescence, etc., which at some time in the future 
will require the abandonment or replacement of 
the property, in spite of ordinary current repairs. 

A fixed annual percentage on the cost of ma- 
terial structures for depreciation as a charge 
against profits, has come to be recognized busi- 
ness policy ... The straight-line method is not 
always accurate; at best it is only an estimate and 
is not to be applied in all cases. But when, as 
here, there is reliable and trustworthy evidence 
that it is the only practicable method to be 
adopted, there was no error of law in using it as 
bearing on the question of depreciation as a step 
in deciding the fair cash value of the machinery. 

The method of determining depreciation by 
taking as a basic cost book value, or reproduction 
of property which will deteriorate with use, and 
deducting therefrom a percentage for the time it 
has been in use based upon the probable length 
of its life, has been in principle either approved by 
the court or held to be not wrong as a matter of 
law.? 

The depreciation permitted as a deduction 
from the gross income in determining the taxable 
income of a business for any year represents the 
reduction during the year of the capital assets 
through wear and tear of the plant used. The 
theory underlying this allowance for depreciation 
is that by using up the plant a gradual sale is 
made of it. The depreciation charged off is the 
measure of the cost of the part which has been 
sold ... This depreciation need not be uniform, 
but must be reasonable.’ 


In a coal-mining income-tax case it was 
held that the depreciation on equipment 
could be calculated on a tonnage-of-pro- 
duction basis where the useful life of the 
equipment was co-extensive with that of 
the mine.® In a railroad income-tax case, 


* San Francisco & P. S. S. Co. v. Scott, 253 Fed. 854 
(1918). An income tax case involving the 1909 corpora- 
tion tax law. 

6 Waltham Watch & Clock Co. v. City of Waltham, 
172 N. E. 579 (1930). A tax assessment case. 

7 Boston & A. R. Co. v. New York Central R. Co 
153 N. E. 19 (1926). The point at issue was the coneuall 
of a bond i ~~ 

* Atwater Kent Mfg. Co. v. Commissioner of Internal 
Revenue, 43 Fr (2d) 331 (1930). An income tax case, 
Revenue Act of 1921. 

® Kehota Mining Co. v. Lewellyn, 28 F. (2d) 995 
(1928). Revenue Act of 1918. Affirmed by the Circuit 
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however, the court turned down a depre- 
ciation allowance on roadway by applying 
the railroad’s own contention in another 
connection that there was no depreciation 
on the roadway as a whole because of ap- 
preciation and a high degree of mainte- 
nance.!® There has been some disposition 
to limit the allowance for obsolescence to 
those situations in which the obsolescence 
is reasonably certain to occur." 


DEPRECIATION IN PUBLIC UTILITY 
RATE CASES!” 


Although there is an occasional cross 
citation, the cases on public-utility rate 
regulation, in which depreciation is in- 
volved, seem to constitute a separate 
group, unrelated to income tax and other 
types of cases. 

Accounting for Depreciation. The courts, 
when considering the problem of periodic 
depreciation of public-utility property, 
are in substantial agreement that depreci- 
ation is an operating cost, a determinant 
rather than a distribution of net income, in 
spite of the common practice of utilities 
to treat depreciation as a deduction from 
net income; that depreciation should cover 
losses caused by obsolescence and inade- 
quacy as well as wear and tear from age 
and use; that it is a right and a duty of a 
utility to provide adequately for deprecia- 
tion; that the problems of maintenance 
and depreciation are closely related so that 
the maintenance policy will help to deter- 
mine the appropriate depreciation allow- 
ance; that experience is the best test of the 
acceptability of particular rates and meth- 
ods; and that errors in past depreciation 


(1929) of Appeals under the same title, 30 F. (2d) 817 


1° Nashville, C. & St. L. Ry. Co. v. United States 

269 Fed. 351 (1920). Corporation tax law of 1909. 

Cohen v. Lane, 234 Fed. 474 (1916). Revenue Act 

of 1913. Lassen Lumber & Box Co. v. Blair, 27 F. (2d) 
17 (1928). Revenue Act of 1918. 

Ee See “The Supreme Court on Public-Utility Depre- 
ciation” by the author in Tae AccounTING REVIEW 
September, 1936, for a more complete presentation of 
the Supreme Court cases. 
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rates cannot affect depreciation rates for 
the future. The principal differences of 
opinion relate to the purpose, the basis and 
the method of the calculation. 

As to the purpose of recording periodic 
depreciation, the courts exhibit the same 
confusion as many of the public service 
commissions and think of depreciation as 
a provision for financing the replacements 
of property, the maintaining of the capital 
investment, or the maintenance of physi- 
cal efficiency of the plant, subordinating 
what to accountants would seem to be the 
principal function, the determination of 
operating costs. In other words, they over- 
emphasize the financial aspects of depreci- 
ation accounting. 

This confusion as to the purpose of de- 
preciation accounting is reflected in the 
opinions as to the basis of the calculation, 
that is, whether the depreciation rates 
should be applied to original cost or to re- 
placement cost. The most significant re- 
cent opinion in support of replacement cost 
was given by the Supreme Court in 1930 in 
United Railways and Electric Company v. 
West® in which reproduction cost was said 
to be the proper basis for the depreciation 
calculation in order that adequate provi- 
sion would be made for the replacement of 
the property. This doctrine was at least 
partially repudiated by the same court in 
1934 in Lindheimer v. Illinois Bell Tele- 
phone Company," but it has, nevertheless, 
influenced a good many of the other courts 
and some of the public-service commis- 
sions. The following quotations from two 
recent cases indicate the conflict of opinion 
which has developed: 

It is stated in the case of the United R. and 
Electric Co. v. West . . . depreciation should be 
based upon present value, not upon cost. One of 
the items of expense to be ascertained and de- 
ducted is the amount necessary to restore prop- 


erty worn out or impaired, so as continually to 
maintain it as nearly as practicable at the same 


13 280 U. S. 234. 
4 292 151. 
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level of efficiency for the public service. The 
amount set aside periodically for this purpose is 
the so-called depreciation allowance. Manifestly, 
this allowance cannot be limited by the original 
cost, because if values have advanced the allow- 
ance is not sufficient to maintain a level of effi- 
ciency. The utility is entitled to see that from 
earnings the value of the property invested is 
kept unimpaired, so that, at the end of any given 
term of years the original investment remains as 
it was at the beginning. This naturally calls for 
expenditures equal to the cost of the worn-out 
equipment at the time of replacement; and this, 
for all practical purposes means present value. 
It is a settled rule of this court that the rate base 
is present value, and it would be wholly illogical 
to adopt a different rule for depreciation." 

We do not concur in the contention of the com- 
pany that, in determining the amount which 
should be allowed the company as an expense 
item for annual depreciation, the Commission 
must base its estimate upon the present fair cost 
of replacements of the property; i.e., its repro- 
duction cost new. In United R. and Electric Co. 
v. West, ...the Supreme Court of the United 
States seems to have taken the view contended 
for by the company but the pronouncement by 
the Court in that case has been overruled in- 
ferentially (at least) in Lindheimer v. Illinois Bell 
Telephone Co....In that case Chief Justice 
Hughes defined the annual allowance for depre- 
ciation as “an allowance for consumption of capi- 
tal in order to maintain the integrity of the in- 
vestment in the service rendered,” and the courts 
sustained a depreciation allowance computed on 
the original cost instead of present replacement 


Some of the state commissions have also 
refused to accept the United Railways case 
as binding. 


. . in actual practice the difficulty of measuring 
the annual loss from depreciation based on pres- 
ent value overbalances, in our opinion, whatever 
merit there may be in such procedure.” 

In that case the Supreme Court stated that 
the railways company should compute deprecia- 
tion on the basis of “‘present value”; but, repro- 
duction cost, new, is not necessarily present 
value. The United Railways case, however, has 


18 Yonkers Railroad Co. v. Public Service Commission 
274 N. Y. Supp. 535; 6 P. U. R. (N. S.) 1 (1935). 

16 Alexandria Water Co. v. City Council of Alexandria, 
177 S. E. 454; 7 P. U. R. (N. S.) 53 (1935). 

17 Re Wisconsin Telephone Co., 13 P. U. R. (N. S.) 
224 (1936). 


not been followed by the Supreme Court in later 
decisions .. . '* 


It is not certain that Lindheimer v. Illi- 
nois Bell Telephone Company does offer a 
definite basis for the conclusion that the 
Supreme Court reversed the doctrine of 
United Railways Company v. West, and ap- 
proved original cost as the only acceptable 
basis for the depreciation calculation. The 
court gave as the purpose of the deprecia- 
tion allowance the maintenance of the in- 
tegrity of the investment, which might 
mean either dollar investment or property 
investment, and it indicated very definite- 
ly that its test of the acceptability of any 
scheme of calculation was whether the re- 
sulting accumulations were too large or too 
small to accomplish their purpose. It is 
true, however, that the Telephone Com- 
pany had used original cost as the basis of 
its calculations and it is also significant 
that Justice Butler, in a special concurring 
opinion, thought that the Court had not 
been consistent with the replacement cost 
dogma of the United Railways case; so, 
perhaps by interpretation rather than by 
positive statement, the Lindheimer case 
may come to be accepted as giving support 
to the original cost basis. 

The Supreme Court has not committed 
itself to any particular method of calculat- 
ing depreciation. It has approved the use 
of the sinking-fund method in a California 
case!® and a Pennsylvania case,” the 
straight-line method in the Lindheimer 
case, and has emphasized the point that it 
is not concerned with the method of calcu- 
lation but rather with the constitutional- 
ity or adequacy of the provisions made by 
the commissions or the utilities. 

The lower courts, however, have fre- 


quently given positive support to one or 

18 Re The Peoples Gas, Light & Coke Co. (Ill.), 
19 P. U. R. (N. S.) 177 (1937). 

18 Los Angeles Gas & Electric Corporation v. Railroad 
Commission, 289 U. S. 287 (1933). 

2 Clark’s Ferry Bridge Co. v. Public Service Com- 
mission, 291 U. S. 227 (1934). 
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another method of computation. The Penn- 
sylvania Superior Court in 1933 disap- 
proved the straight-line method, at least 
for long-lived structures. 


The company ... is not entitled to an allow- 
ance which, exclusive of interest earned on the 
fund, will be sufficient to rebuild the bridge, when 
its life is done, but only to such an allowance as 
will with reasonable interest added make a fund 
sufficient to replace the bridge, when it requires 
replacement." 


In another case in 1936 the same court 
made a rather elaborate statement of its 
use of the sinking-fund and straight-line 
methods. 


The evidence of all the experts in this case is to 
the effect that the straight-line method is pre- 
ferred by accountants and engineers . . . Use has 
frequently been made of the sinking fund method, 
by our commission and other similar bodies... 
and we have approved its use in some cases. It 
does not, however, furnish an absolute formula 
which may be adopted without consideration of 
other conditions which may affects its accuracy. 

There are some features of depreciation allow- 
ance that are peculiar to rate cases and do not 
apply to other business enterprises. When a rate 
for a utility is determined, it remains fixed until 
a new investigation is made or a new tariff filed 
and appropriate orders made. Nevertheless, the 
property is constantly depreciating in value, but 
notwithstanding such depreciation and the fact 
that the utility is only entitled to its then value 
as a basis of return, it continues to receive a re- 
turn on the full value. For such period, the sink- 
ing fund method properly applied is more accu- 
rate than the straight-line method for the total 
return is more nearly the amount to which the 
utility is entitled. In the case of the straight-line 
method, the utility continues to receive a return 
on capital which has been returned to it. On the 
other hand, if the sinking fund method is em- 
ployed and there is a new hearing with a re- 
appraisement, the rate base is reduced by the 
accrued depreciation with a necessary loss of in- 
come to the utility for property not used or useful 
as a public utility is not included in the rate base 
and the investor receives no interest return for 
the use of the portion of his money in the sinking 
fund, but only a return of capital. In short, if 
there are frequent reappraisements of the prop- 


*" Clark’s Ferry a Co. v. Public Service Com- 
mission, 165 Atl. 261; P. U. R. 1933D, 173. 


erty, the full value of the property will not be 
returned and the integrity of the investment will 
not be preserved. The justification for the use of 
the sinking fund method is to offset the ad- 
vantage which the company receives by getting a 
return on a base to which it is not entitled. In 
making a proper adjustment, it is fitting to take 
into account the matter of interest. 

If the life of a plant and rate of interest could 
be predicted with reasonable certainty, an in- 
justice might arise in the use of the sinking fund 
method by reason of the fact that depreciation 
and particularly the aspect of it which we describe 
as obsolescence and inadequacy, is not distributed 
evenly during the life of a plant. When interest 
is compounded, the return by reason of interest 
is much larger in the late history of the plant. Our 
conclusion is that in the case of the utility we are 
examining the adoption of the sinking fund 
method .. . is not a fair method. It is, however, 
a valuable guide in determining what is a fair 
allowance.” 


In 1935 the New York Supreme Court* 
said that the commission had no power to 
fix the method of calculating the deprecia- 
tion allowances and that the straight-line 
method had been disapproved by the Su- 
preme Court of the United States, and 
this was affirmed on appeal to the New 
York Court of Appeals in 1936. In 1937, 
however, the New York Supreme Court 
approved the use of the straight-line meth- 
od in two cases,” relying upon the Lind- 
heimer case for its authority. A United 
States District Court in Florida in 1930* 
approved the straight-line method and op- 
posed the sinking-fund method. In 1931 
another Federal District Court in Michi- 
gan?’ approved the straight-line method as 
opposed to the equal-annual-payment 


~~ Cheltenham & Abington Sewerage Co. v. Public 
Service Commission, 186 At 149; 15 P. U. R. (N. S.) 
99 (1936). 
2% New York Edison Co. v. Maltbie, 281 N. Y. Supp. 
223;9 P. U. R. (N. S.) 155 (1935). 
% New York Edison Co. v. Maltbie, 2 N. E. (2d) 277; 
15 F. U. R. (N. S.) 143 (1936). 
is nd Lighting Co. v. Maltbie, 292 N. Y. 
18 P. U. R. Ue a 225 (1937). Yonkers 
ilroad Co. Maltbie . Y. Supp. 411; 19 
PUR (N. 
26 West Palm Beach Water Co. v. West Palm Beach, 
P. U. R. 1930A, 177. 
2” Michigan Bell Telephone Co. v. Odell, 45 F. (2d) 
180; P. U. R. 1931B, 192. 


er 
i- 

a 
le 
of 
le 

e 

t 

y 

y 
0 
is 
of 

t 

g 
ot 
st 
0, 
se 
rt 
tf 
se 
ia 
ne 
er 

it 

i 

e 
or 

&§ 

ad 


6 The Accounting Review 


method. The straight-line method was also 
approved by still another United States 
District Court in Minnesota in 1933.7 The 
Missouri Supreme Court in 1937, however, 
objected to the exercise of control over the 
depreciation policies by the public service 
commission, primarily because of want of 
statutory authority in the particular case, 
but it also objected to such control in prin- 
ciple. 

A depreciation reserve whether accumulated 
voluntarily or pursuant to an order of the Com- 
mission, comes from revenues which the custom- 
ers pay for service and for that reason it belongs 
to the company. The only purpose of a deprecia- 
tion reserve, so far as the public is concerned, is to 
guarantee that the company’s property will be 
kept in proper condition so that efficient service 
may be rendered. When that purpose is accom- 
plished, the balance remaining in the depreciation 
reserve belongs to the company, and the company 
cannot be forced to give it up for the benefit of 
future customers.?® 


This doctrine that the depreciation reserve 
“belongs to the company” has frequently 
been used by the courts to support a gen- 
eral hands-off policy as far as past opera- 
tions are concerned in spite of the fact that 
the customer has paid rates high enough 
to cover these past accumulations and 
would, therefore, seem to have some equi- 
table interest in the treatment of the de- 
preciation reserve. The Lindheimer case, 
however, helped to clarify the position as 
to past practices in that it was ruled that 
excessive depreciation charges in the past 
might defeat the claim that the rates 
charged for the services of the utility had 
been confiscatory.*° 

The position of the courts, then, as to 
periodic depreciation charges by the utili- 

% Tri-State Telephone & Telegraph Co. v. Benson, 
P. U. R. 1933A, 38. 

9 State ex rel. Empire District Electric Co. v. Public 
Service Commission, 100 S. W. (2d) 509; 16 P. U. R. 
(N. S.) 437 (1937). The commission had objected to the 
ame of a portion of the depreciation reserve to sur- 
pe See opinion of the Ohio Supreme Court in Ohio Bell 


Telephone Co. v. Public Utilities Commission, 3 N. E. 
(2d) 475; 15 P. U. R. (N. S.) 443 (1936). 


ties is not markedly different from conven- 
tional accounting practice except that oc- 
casionally the sinking-fund method is 
preferred over the straight-line method 
and that some confusion has been caused 
by the emphasis upon the provision for re- 
placements as the fundamental purpose of 
depreciation accounting. 

Depreciation in Rate-Base Valuation. 
The most controversial issues have devel- 
oped in connection with the deduction of 
depreciation in arriving at the rate-base 
valuation. A deduction for depreciation is 
practically always made except when the 
sinking-fund method or the prudent-in- 
vestment basis is used and even then the 
results are equivalent to those arising from 
the depreciated rate base technique. It is 
also generally agreed that some obsoles- 
cence and inadequacy should be reflected 
in the deduction, but otherwise the prob- 
lem is characterized by marked differences 
of opinion and philosophy. The contro- 
versy centers around the question as to 
whether or not the deduction made for de- 
preciation should be consistent with the 
periodic allowance; for example, if the 
straight-line method is used in the calcula- 
tion of periodic depreciation, should it also 
be used in the calculation of deductible de- 
preciation? 

Two incidental statements of the United 
States Supreme Court, one made in 1924 
and the other in 1927, seem to be responsi- 
ble for much of the support which has been 
given to the proposition that inconsisten- 
cies between the two problems are inevita- 
ble, since they express a decided preference 
for a depreciation deduction which is 
based upon observation and inspection of 
the property rather than upon accounting 
data. They are: 

“Facts shown by reliable evidence [are] 
preferable to averages based upon as- 
sumed probabilities’*! and ‘The testi- 


31 Pacific Gas & Electric Co. v. San Francisco, 265 
U. S. 403 (1924). 
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mony of competent valuation engineers 
who examined the property and made esti- 
mates in respect to its condition is to be 
preferred to mere calculations based on 
averages and assumed probabilities.” 
These dicta have been used to oppose the 
use of the straight-line method for the pe- 
riodic allowance but usually have been ap- 
plied to the deduction of depreciation in 
valuation cases. There has been little sup- 
port in the courts for the limitation of de- 
ductible depreciation to “deferred mainte- 
nance,” i.e., the expenditure which would 
be required to bring the property up to 
maximum efficiency, but many courts 
have been impressed by the testimony of 
engineers who actually have dug down in 
the ground and have counted and meas- 
ured the pits of rust in pipes and who have 
made other such tests and inspections and 
have testified that the property is in a cer- 
tain “per cent condition,” usually well 
above ninety per cent. The calculations 
made in an office merely with the use of in- 
formation as to the cost and age of the 
property together with experience tables 
of similar types of property have seemed 
less convincing. 

In recent years, however, a number of 
courts have recognized that inspection 
alone is not apt to be satisfactory, that 
much physical deterioration is unobserva- 
ble, that depreciation is not due wholly to 
physical factors, and that age-life calcula- 
tions are at least admissible evidence of de- 
ductible depreciation. 

This process of depreciation took into account 
ho general depreciation on account of age and 
usage. It was an attempt to arrive at a figure for 
depreciation by inspection, visual examination, 
the useful location of which was underground and 
beyond the possibility of any reasonable inspec- 
tion. Sixty odd samples of pipes, or a total length 
of about 30 feet, would not to any great degree 


reflect the condition of over 300 miles of natural 
gas mains and many miles of services. The in- 


*% McCardle v. Indianapolis Water Co., 272 U. S. 
400 (1927). 


spection method is entirely proper and decidedly 
preferable, where it can be effected . . . The in- 
finitesimal quantity of pipe submitted as samples, 
in comparison with the quantity of pipe mak- 
ing up the system, appeals to the court as be- 
ing proper and competent evidence, subject to 
weight, and under such circumstances worthy, 
by no means, of controlling weight. 

Concerning this troublesome subject much 
conflict in theory and opinion exists . . . Age and 
usage to which the metal has been subjected . . . 
just naturally present themselves with undeniable 
force, to be taken into consideration as an element 
of depreciation. The element of age is considered 
as an essential in arriving at a proper, just, and 
fair accrued depreciation of the property. It is an 
element that is generally known and must be 
accepted—the result of judgment applied to 
common knowledge. 

The method adopted by the company’s engi- 
neers is not convincing nor clarifying, but con- 
fusing and unappealing to common sense and 
judgment... * 

The court understands the primary require- 
ment of the scientific method is to get the facts 
by observation, when they are ascertainable by 
observation. Life tables are useful. They show 
averages based on wide experience. But when a 
life insurance company insures a person twenty- 
one years old, whose life expectancy is 41.53 
years, it does not rely on the tables. It requires 
him to undergo a physical examination, to deter- 
mine if he has cancer, or tuberculosis, or some- 
thing which will reduce his expectancy below the 
average.* 

The case of McCardle v. Indianapolis Water 
Company ... holds that the testimony of com- 
petent valuation engineers who examined the 
property and made estimates in respect to its 
condition is to be preferred to mere calculations 
based on averages and assumed probabilities. 
But that case does not hold that the straight-line 
method is not evidence of depreciation if it is 
applied... * 


The New York Supreme Court said in 
1935* that the United States Supreme 
Court had disapproved the straight-line 


% Columbus Gas & Fuel Co. v. Columbus, 17 F. (2d) 
630; P. U. R. 1927C, 639. 

* Wichita Gas Co. v. Public Service Com., 268 Pac. 
111; P. U. R. 1928D, 124. 

35 State ex rel. Winlock Water Co., Inc. v. Dept. of 
{1939 Works, 39 F. (2d) 603; 8 P. U. R. (N. S.) 39 

%* New York Edison Co. v. Malibie, 281 N. Y. Supp. 
223; 9 P. U. R. (N. S.) 155 (1935). 
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method, but the New York public service 
commission disagrees and has made sev- 
eral comments on this point in recent cases: 

This opinion is not a repudiation of the 
straight-line method when properly used, but it 
is a repudiation of testimony in which the witness 
undertook to determine the useful lives of items 
and classes of property from secondary sources 
and without an inspection or examination of the 


property.” 

There is no decision of the United States Su- 
preme Court which disapproves the straight-line 
method when properly used and based upon all 
available information.* 

The rulings of the courts with respect to 
straight-line or age-life depreciation have been 
subject to a great deal of misinterpretation .. . 
practically all are not a condemnation of straight- 
line depreciation but of the arbitrary application 
of assumed lives and ages without thorough 
knowledge of the property, conditions of opera- 
tion, and other adequate data.*® 

We can draw these conclusions concern- 
ing the use of inspection in the determina- 
tion of deductible depreciation: first, that 
any claim for a deduction should be sup- 
ported by evidence that the property was 
inspected and a reasonable attempt made 
to check the calculations with all the avail- 
able evidence as to the probable life of the 
property, including its present physical 
conditions; and, second, that the results 
of observation and tests alone, without 
giving consideration to the age of the prop- 
erty and the unobservable elements such 
as obsolescence, inadequacy and invisible 
physical deterioration, will usually be con- 
sidered unacceptable. There is no doubt, 
however, that this emphasis upon the ne- 
cessity of justifying the deduction by in- 
spection has contributed much to the feel- 
ing that accrued deductible or “actual” 
depreciation is unrelated to periodic de- 
preciation. 

The general valuation basis which is be- 


37 Re The New Rochelle Water Co., 12 P. U. R. 
(N. S.) 233 (1936). 

38 Re Long Island Lighting Co., 18 P. U. K. (N. S.) 
65 (1937). 

*® Re Brooklyn Borough Gas Co., 21 P. U. R. 
(N. S.) 353 (1938). 


ing used must be taken into account in de- 
ciding whether the deduction for deprecia- 
tion is consistent or inconsistent with the 
periodic allowance. If reproduction cost is 
used, then the deduction, in order to be 
consistent, would not be equal to the ac- 
cumulated reserve for depreciation but 
would bear a proportionate relationship to 
it, ie., the same expired life and deprecia- 
tion rates would be used but they would 
be applied to the cost of reproduction. If 
original cost is the valuation base, then 
presumably the balance in the reserve 
should be deducted, but the two calcula- 
tions would still be consistent in principle 
if errors were discovered in the reserve and 
the deduction were calculated on the same 
base but with the use of corrected rates. 
The lower courts have reacted variously 
to the matter of inconsistency. A United 
States District Court in Florida in 1931” 
insisted upon giving greater emphasis to 
estimates “based on observed conditions 
of the property” than to those “based on 
conjectures as to the age and condition of 
equipment” and a District Court in Michi- 
gan in the same year also accepted the ob- 
served-condition dicta as binding. 
Defendants here contend for a depreciation 
method that is based entirely upon loss of service 
life of plant elements, regardless of their actual 
condition. The plaintiff contends that the only 
proper way to arrive at a conclusion as to how 
much should be deducted from value new to 
represent accrued depreciation is to examine the 
property on the ground and see how much it has 
actually depreciated. There is authority upon 
which the defendants may base their position . . . 
The Supreme Court of the United States has, 
however, established the rule that facts shown by 
reliable evidence are preferable to averages based 
upon assumed probabilities, and that the testi- 
mony of competent valuation engineers who have 
examined the property is to be preferred to mere 
calculation... The master applied the rule 
deemed by him to be settled by the Supreme 
Court to the evidence in the present case, giving 
to the testimony based upon actual inspection 


“ Florida Telephone Corporation v. Florida Railroad 
Commission, 47 F. (2d) 467; P. U. R. 1931C, 119. 
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the superior probative weight to which it is en- 
titled as compared with testimony based upon 
theoretical calculation. In doing so, however, he 
considered such evidence in the light of the entire 
record, and found the condition or present fair 
value of the physical elements of the plant to be 
89 per cent of the cost of reproduction as against 
the claim of the company that the depreciation 
estimated upon actual inspection did not exceed 
85/10 per cent of the reproduction cost. We think 
the master in applying the rule that must be con- 
trolling upon us made a proper finding as to ac- 
crued depreciation.” 


A Minnesota Supreme Court case of 
1933 presents a good example of the over- 
emphasis of observation and the failure to 
see any relationship between annual and 
deductible depreciation. 


The depreciation to be taken into account in 
ascertaining the rate base is that diminution in 
the value of the property involved which takes 
place in the physical thing, and is ascertained by 
a physical inspection and examination of it. 

We are not concerned with a depreciation 
which has been overcome by repairs and replace- 
ments. Nor are we particularly concerned with 
the depreciation reserve which is a matter of 
bookkeeping as distinguished from observation 
and disintegration of physical assets... 

The complainants’ expert witness, as we 
understand the record, deducted the depreciation 
reserve from the reproduction cost new and 
called the result the present fair value. Respond- 
ents call this depreciation reserve the amount 
“collected’”’ from the patrons in the past for de- 
preciation. This is not a correct statement. 
Nothing was collected as such; nor were any 
definite funds raised for that purpose. The depre- 
ciation reserve belongs to the company. It is not 
a trust fund in which the ratepayers or patrons 
have any interest... Patrons of a telephone 
company pay for service. They do not pay for 
the property used to render it . .. Funds in the 
company’s hands, though received from its 
patrons, like property paid for out of moneys 
received for service, belong to the company just 
as does that property purchased by it out of pro- 
ceeds of its bonds and stocks. From the general 
revenue the money is assignable, presumably 
annually, to this depreciation reserve account on 
the books. It is a book entry. The “depreciation 
reserve” is the opposite side of the accounting 


“ Michigan Bell Telephone Co. v. Odell, 45 F. (2d) 
180; P. U. R. 1931B, 192. 


entry for depreciation expense. When the latter 
is charged with depreciation expense, the same 
item is credited to the depreciation reserve. 

The rate must be based upon the present value 
of the property involved and not upon the com- 
pany’s investment . . . It, therefore, would seem 
to follow that the theory of deducting the depre- 
ciation reserve from the reproduction cost new is 
fallacious . . . It seems to us that the rule is now 
well established that the depreciation reserve is 
not to be so deducted... @ 


In 1936 an Oregon court approved the 
principle that the deduction for deprecia- 
tion should be calculated on the same base 
as that used for the general valuation, e.g., 
reproduction cost, but otherwise saw no 
necessity for consistency. 


The loss of value described as existing depre- 
ciation must be determined on the same theoreti- 
cal and practical basis as the value from which 
the loss is deducted... 

It appears that since “value” means utility or 
service value, actual depreciation (a deduction 
from value) should likewise be calculated on the 
basis of loss of service value. Per cent condition 
is rightly deemed the most significant element in 
arriving at reproduction cost less depreciation. 

The only evidence which could be thought to 
contradict the comprehensive showing of 92 per 
cent condition is found in the amount of the de- 
preciation reserve if we assume that the depre- 
ciation reserve was properly built up and is the 
result of only proper annual charges for depre- 
ciation expense, and if we further assume that at 
a given time the reserve should be equal in 
amount to the observed depreciation, then we 
would be justified in deducting from reproduction 
cost new an amount equal to the reserve. Both 
of these assumptions are false... 

Facts shown by reliable evidence were prefer- 
able to averages based upon assumed proba- 
bilities.“ 

This court cited the Lindheimer case in 
support of the opinion that the deprecia- 
tion reserve would ordinarily be in excess 
of actual depreciation and said that “‘Un- 
der these circumstances the amount of the 
depreciation reserve is not even reliable 


@ Western Buse Telephone Co. v. Northwestern Bell 
Telephone Co., 248 N. W. 220; P. U. R. 1933D, 206. 

Pacific & Telegraph Co. v. Thomas, 
13 P. U. R. (N. S.) 337. 
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evidence of actual depreciation.” Other 
courts, however, have thought that the 
Lindheimer case gave positive support to 
the doctrine of consistency. 

A number of courts have seen some vir- 
tue in consistency but have been confused 
by the apparent contradiction of authori- 
ties and have compromised by attempting 
to make use of both inspection and expired 
service-life calculations. The Missouri Su- 
preme Court in a series of cases from 1930 
to 1932 seemed to make use of both ob- 
served condition and age-life calculations 
in arriving at the amount of the deduction 
and objected to the inconsistent stand of 
the utility in claiming small depreciation 
when calculating the deduction and large 
depreciation when asking for an annual al- 
lowance. 


The Commission engineers testified that the 
accrued depreciation in the property was 28 per 
cent as determined by the “straight-line theoreti- 
cal method.” By this method the age of the 
property is determined by history and inspection, 
and the probable life from studies and inspection 
by experienced men. It is assumed that the de- 
preciation is uniform and constant. After the age 
and probable life of the property is ascertained, 
a definite rule is obtained whereby the exact 
amount of depreciation may be fixed at any par- 
ticular time. For example, if the property is five 
years old and its probable life is ten years, the 
depreciation is 50 per cent. The use of this method 
would in many cases lead to unfair results. Take, 
for example, two identical plants in use for the 
same period of time, one efficiently managed and 
the property kept in a high state of repair; the 
other inefficiently managed and the property per- 
mitted to run down. It does not appear that the 
accrued depreciation should be the same in both 
plants. But if the “straight-line theoretical 
method” is used exclusively for determining such 
depreciation, it would be exactly the same in both 
cases. Respectable authorites hold that in deter- 
mining accrued depreciation, evidence of com- 
petent valuation engineers who have examined 
the property and made estimates regarding its 
condition is more valuable than calculations 
based on averages and assumed probabilities . . . 
Age, and estimated life of property under ordi- 
nary conditions, are factors to be considered in 
estimating accrued depreciation, especially so 


where, as here, a part of the property was not 
open to inspection. The age and estimated life of 
all of the major items of the property were before 
the Commission. It was, therefore, in a position 
to consider both methods of depreciation. After 
considering both methods and the evidence rela- 
tive thereto, the Commission found the accrued 
depreciation in the property ...to be 20 per 
cent. The record would not justify us in finding 
that the Commission reached the wrong con- 
clusion as to this item.“ 

An annual depreciation reserve account differs 
from actual accrued depreciation in that the 
former is an estimate looking to the future while 
the latter is a determination of what has occurred 
in the past. If both could be ascertained with 
absolute accuracy, at the end of the life of the 
property each would equal the other. In practice 
they are never the same at any given time during 
the life of the property. The depreciation reserve 
is laid up against an estimated impending retire- 
ment of property devoted to public service when 
it no longer efficiently serves that purpose and 
necessarily implies an available balance, which 
generally speaking, and in this case, is a matter 
of bookkeeping and not a sum impounded or 
turned over to the utility for use without regard 
to the purpose for which its collection was 
authorized .. 

The company attempted to show small accrued 
depreciation when valuing its property for rate 
making purposes, and large accruing depreciation 
(annual) when it claimed a reserve out of its 
earnings to meet it, and thereby increase the rate 
to consumers, although there was nothing in the 
condition to show that depreciation was accruing 
more rapidly after the Valuation Case than 
before.*® 


A Kentucky Federal District Court in 
1930 used a combination of the straight- 
line method, the cost of rehabilitation and 
“a method primarily based on the physical 
condition of the property, considered in 
connection with the length of time the 
particular property has been in use and its 
probable life, based on past experience and 
observation.”“”? A United States District 

“ State ex rel. City of St. Joseph v. Public Servic 
Commission, 30 S. W. (2d) 8; P. U. R. 1930E, 337. | 

45 State ex rel. City 4 St. Louis v. Public Serve 
Commission, 34 S. W. (2d) 507; P. U. R. 1931B, 448 

46 State ex rel. City of St. Louis v. Public Serna 
Commission, 47 S. W. (2d) 102; P. U. R. 1932A, 305. 


*" Louisville Railway Co. v. Louisville, P. U. B. 
1930B, 207. 
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Court in Maryland in 1934 recognized as a 
legal principle that the deductible depreci- 
ation need not equal the depreciation re- 
serve, but, in the particular case, did 
deduct the amount in the reserve and 
placed the burden of proof on the utility 
to show that the accumulated reserve was 
an improper deduction. 


There is, however, force in the contention that 
in the case of an old company, as here, where, 
over a long period of years in the past, the ratio 
of the depreciation reserve to the cost new of the 
whole plant has remained relatively stable, after 
deductions for retirements of plant. . . , it is fair 
to infer that the amount of the depreciation re- 
serve does approximately measure the existing 
accrued depreciation. This view has been ap- 
proved by the Interstate Commerce Commission 
in telephone property accounting and has been 
in substance judicially applied ... Viewing the 
matter simply as a question of fact, to be deter- 
mined from the evidence, it is clear that the 
burden of proof is on the plaintiff to establish to 
our satisfaction that the amount of the existing 
depreciation is actually less than the reserve 
therefor... 


In 1935 the Virginia Supreme Court of 
Appeals approved a combination of obser- 
vation and service-life calculations and 
made the following comments as to the 
ineffectiveness of inspection alone. 


... if one examines a brick wall which had been 
standing for a hundred years, there may not be 
evidence of physical deterioration apparent to the 
observer. On the other hand, we know from ex- 
perience that a hundred years ago the mortar... 
was nowhere equal to that of the present day. 
Likewise the bricks themselves were crudely 
manufactured . . . However, it is impossible to 
tell by inspection whether or not there has oc- 
curred a loss of bond between brick and mortar 
joints; what effect the rain has had in leaching 
out constituent materials of the mortar; what 
effect the penetration of water and frost through 
brick and mortar joints has had, and our only 
recourse, therefore, is to the experience of others 
and of ourselves, by which we know that the 
brick wall is not by any means as good today 
as it was a hundred years ago... * 


“" Chesapeake & Potomac Telephone Co. v. West, 
7 F. Supp. 214; 3 P. U. R. (N. S.) 241. 

* Alexandria Water Co. v. City Council of Alexandria, 
177 S. E. 454; 7 P. U. R. (N. S.) 53. 


The Pennsylvania Superior Court raised 
the Pennsylvania Commission’s valuation 
in a recent case because it felt the Com- 
mission’s expert had relied mostly upon 
“theory” and, while it did not subscribe to 
the principle of complete consistency, it 
did recognize the limitations of observa- 
tion used alone. 


There is a substantial relation between accrued 
and annual depreciation for undoubtedly the ex- 
perience of the particular utility in the past is an 
important element to be considered in estimating 
future depreciation . . . but we cannot assent to 
the proposition that they must be calculated at 
the same rate or by the same method... 

While the straight-line method and the sink- 
ing-fund method have both been employed in 
determining the amount of depreciation to be 
allowed in rate cases, we have never said and we 
do not believe that it has been authoritatively 
stated anywhere that either of these methods 
furnish an absolute formula for its determination, 
even when in the case of annual depreciation the 
life of the property has been determined and cer- 
tainly not in considering accrued depreciation. 
These methods are to be employed as aids, tests, 
and guides rather than as absolute measures... 
We believe the Commission committed a funda- 
mental error in fixing accrued depreciation solely 
by the sinking-fund method. When a new rate 
hearing is held, fair value is fixed as of the time 
that the order is made... If too much or too 
little depreciation was previously allowed or 
taken, the utility gains or suffers, but it is not a 
matter for consideration in fixing future rates .. . 

While actual observation is to be preferred to 
theory in determining the amount of depreciation 
that has taken place, there is in the early life of 
any article latent depreciation that must have 
taken place but cannot be readily seen or de- 
tected. It therefore becomes necessary to depend 
upon the advice of experts, drawn from their 
larger experience and learned from a study of 
numerous cases, for information as to such a 
condition.» 


The Louisiana Supreme Court* has re- 


§ Cheltenham & Abington Sewerage Co. v. Public 
Service Commission, 186 Atl. 149; 15 P. U. R. (N. S.) 
99 (1936). Also see: Scranton-Spring Brook Water Serv- 
ice Co. v. Public Service Commission, 160 Atl. 230; 
P. U. R. 1932C, 471. Clark’s Ferry Bridge Co. v. Public 
Service Commission, 165 Atl. 261; P. U. R. 1933D, 173. 
Pennsylvania Power & Light Co. v. Public Service Com- 
mission, 193 Atl. 427; 19 P. U. R. (N. S.) 433 (1937). 

© Southern Bell Telephone & Telegraph Co. v. Louist- 
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cently held that the inspection which is 
necessary to support a depreciation deduc- 
tion need not be complete since ‘‘the time 
and expense involved ... would be pro- 
hibitive” and has objected to large dis- 
crepancies between the admitted actual 
depreciation and the basis of the annual 
depreciation charge. The Oklahoma Su- 
preme Court in 1934** and again in 1937 
protested against the inconsistency of the 
utility’s position and accepted a deduction 
based both on observation of physical con- 
dition and studies of the company’s de- 
preciation accounts. 

To make an annual allowance for depreciation 
of any amount whatever, and at the same time to 
find that, by reason of repairs and replacements 
charged to the annual operating expenses, the 
plant was kept in a high state of efficiency and 
thereby its value has been kept proportionately 
high, is to adopt inconsistent positions.” 


There are a few recent cases in which the 
courts have insisted upon complete con- 
sistency between the deduction and the 
periodic depreciation allowance. In 1930 
a United States District Court in New 
York, while recognizing the customary 
legal doctrine that the deduction must be 
for “actual” depreciation, properly evi- 
denced, objected strenuously to the utili- 
ty’s inconsistent attitude and deducted 
the amount in the reserve for depreciation 
as the only equitable procedure. 

Either the property has in fact depreciated to 
the extent of the depreciation reserve which has 
been created, or it has not. If it has not, the 
plaintiff has been allowed to take money from its 
ratepayers under the claim of depreciation which 
was not there, either seen or unseen, and which 
it will never have to admit. In that case, the 
excess reserve has been acquired lawfully and is 
the property of the plaintiff. But if the actual 
depreciation exists to the extent that the plaintiff 
has claimed in building up this reserve, it exists 


ana Public Service Commission, 174 So. 180; 18 P. U. R. 
(N. S.) 1 (1937). 

% Carey v. “ara Commission, 33 P. (2d) 788; 
5 P. U. R. (N. S.) 148. 

5 Southwestern Bell Telephone Co. v. State, 71 P. (2d) 
747; 19 P. U. R. (N. S.) 391. 


as much for valuation purposes as it did for the 
creation of the surplus. Whether or not the 
plaintiff admits the depreciation now, or must do 
so in the future, is unimportant, for it is there, 
and the time of its admission is immaterial on the 
question of its existence. If, as claimed by the 
plaintiff, sound honest business methods have 
been followed and the straight-line method pur- 
sued by it was not excessive, the depreciation 
reserve, when added to the property now or at 
any time, would be no more than sufficient to 
keep the actual value of the property constant, 
The record satisfactorily shows that there is more 
reason to believe that the actual existing depre- 
ciation in the plaintiff’s property is reflected by 
the amount of its reserve for depreciation than 
that it is shown by the estimate of experts who 
stated observed depreciation, which sum only was 
deducted by the master. For these reasons, the 
plaintiff has failed in the burden, resting upon it, 
to prove that the reserve for depreciation was 
greater than the actual depreciation, both seen 
and unseen, as measured by the depreciation re- 
serve ... When it built up its reserve, it claimed 
the reserve as its actual depreciation. It cannot 
now take an inconsistent position about depre- 
ciation, without fully establishing it, and it has 
weakened its proof of present value accordingly. 
The plaintiff was right about depreciation when 
it created its reserve, and it is wrong, in its posi- 
tion now, in its claim for a lesser sum as actual 
depreciation in this effort to establish fair 
value...» 


The New York Supreme Court has recent- 
ly approved the consistent use of the 
straight-line method for both the periodic 
depreciation allowance and the deduction, 
providing the Commission follows the ap- 
propriate legal procedure in presenting 
evidence of depreciation. 


It is apparent that in determining accrued de- 
preciation the Commission disregarded the testi- 
mony of all the witnesses and made its own esti- 
mate of depreciation upon its own formula of 
straight-line computation. The Commission in 
fixing rates chargeable by a public utility may 
not base its orders on facts dehors the record 
concerning which the utility had no knowledge 
and no opportunity to be heard in respect thereto 

. . We are not to be understood as holding that 
the straight-line method . . . is to be condemned 


“% New York Telephone Co. v. Prendergast, 36 F. (24) 
54; P. U. R. 1930B, 33. 
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in every case. Its application in some instances 
isentirely proper . . . To justify its use, however, 
it must be based upon competent testimony.® 

The petitioner’s first and perhaps chief com- 
plaint is that the Commission used the straight- 
line method of determining depreciation. We find 
a sufficient factual foundation for the adoption 
of this method. The petitioner contended that no 
depreciation should be deducted, simply the cost 
of restoring the depreciable property to a new 
condition. There was ample evidence before the 
Commission to sustain its method of determining 
depreciation.®* 

Another objection is that accrued and annual 
depreciation have been figured by the so-called 
“straight-line” method ... The testimony now 
in the record is to the effect that the straight-line 
method of depreciation accurately reflects actual 
depreciation.5” 

The position of the United States Su- 
preme Court on the matter of consistency 
is not conclusive; advocates of both sides 
of the argument have found support in the 
Court’s opinions. At least this is true—the 
court has made a number of statements 
which, taken by themselves apart from 
their setting, would prevent a consistent 
treatment of periodic and deductible de- 
preciation; and the only clear-cut exposi- 
tion and defense of the doctrine of con- 
sistency is in the dissenting opinion of 
Justice Brandeis in United Railways & 
Electric Co. v. West. There have been no 
important cases on depreciation since the 
Lindheimer case in 1934. In 1935, how- 
ever, the court had an opportunity to com- 
ment upon the point of consistency in 
West v. Chesapeake & Potomac Telephone 
Company®® but it merely made these in- 
conclusive remarks. 


“ New Rochelle Water Co. v. Maltbie, 289 N. Y. 
Supp. 388; 15 P. U. R. (N. S.) 32 (1936). 
“ Long Island Lighting Co. v. Maltbie, 292 N. Y. 
Supp. 807; 18 P. U. R. (N. S.) 225 (1937). 
Yonkers Railroad Co. v. Malibie, 296 N. Y. Supp. 
411; 19 P. U. R. (N. S.) 348 (1937). Also see Rockland 
Light & Power Co. v. Maltbie, 271 N. Y. Supp. 858; 
4P, U. R. (N. S.) 113 (1934) where the amount in the 
depreciation reserve is deducted. Idaho Power Co. v. 
Thompson, 19 F. (2d) 547; P. U. R. 1927D, 388, is 
ce uction is repudiated an e ife cal- 
culation supported. 
#295 U. S. 662; 8 P. U. R. (N. S.) 433. 


The depreciation reserve was built up on the 
straight-line theory. The company asserted that 
the amount of the reserve did not represent ob- 
served and accrued depreciation at the date of 
the valuation as much of the total consisted of 
funds provided in anticipation of future deprecia- 
tion and obsolescence. The [district] court agreed 
and further found that on account of decreased 
demand for service, with consequent diminish- 
ment of obsolescence, the percentage of reserve 
had in recent years sharply increased .. . 

What the court did in fact was this: it found 
that book cost less actual accrued depreciation 
would probably give too high a figure. It sought 
to correct the probable error by deducting from 
cost the entire depreciation reserve, though con- 
ceding this exceeded actual reserve. It felt that 
this large deduction would also redress any excess 
of cost over present value... 


An Oregon court®® cites this case in sup- 
port of the argument that the depreciation 
reserve cannot be accepted as a measure 
of actual depreciation and says that it is a 
reversal of New York Telephone Company 
v. Prendergast, supra, in which the amount 
in the reserve was deducted. A better con- 
clusion might be that the court, as usual, 
is trying to avoid committing itself as to 
the details of depreciation, preferring to 
leave such matters to the Commission so 
that it will be in a position to decide each 
case on its own merits. 

The only other recent instances in which 
depreciation has been in any way involved 
in a Supreme Court case are: Northwestern 
Bell Telephone Co. v. Nebraska State Rail- 
way Commission® in which it was held that 
states had the right to fix depreciation 
rates, at least until the Interstate Com- 
merce Commission prescribed rates, and 
the Court specifically reserved its opinion 
as to the position of the states after the 
Interstate Commerce Commission had 
acted; St. Joseph Stock Yards Co. v. United 
States" in which the right of the Secretary 
of Agriculture to prescribe a periodic al- 


8 Pacific Telephone & Telegraph Co. v. Thomas, 
13 P. U. R. (N. S.) 337 (1936). 

6 297 U. S. 471; 13 P. U. R. (N. S.) 467 (1936). 

#1 208 U. S. 38; 14 P. U. R. (N. S.) 397 (1936). 
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lowance for depreciation was affirmed, the 
procedure of presenting evidence of de- 
ductible depreciation was approved, and 
reference was made to the Lindheimer 
case for a general discussion of the Court’s 
attitude on the problems of depreciation; 
and American Telephone & Telegraph Co. 
v. United Staies* in which the Court af- 
firmed the District Court’s dismissal of ob- 
jections to the uniform system of accounts 
prescribed by the Federal Communica- 
tions Commission. 

Conclusions. One can agree that “‘the de- 
cisions of the lower courts are replete with 
seeming contradictions and uncertain- 
ties’ and also feel that the Supreme 
Court has failed to take a definite stand 


# 299 U. S. 232; 16 P. U. R. (N. S.) 225 (1937). 
Monograph entitled “Depreciation” by the staff 
of the Public Service Commission of Wisconsin, p. 63. 


on a number of significant issues, but when 
we take into account the wide range of 
subjects which a court must handle and 
the confusing and conflicting testimony of 
so-called “experts,” it is not difficult to 
understand why all of the complex prob- 
lems of depreciation have not been com- 
pletely and finally settled by the courts, 
In the opinion of the writer there has been 
a definite trend in recent years toward the 
acceptance of complete, systematic depre- 
ciation accounting and the recognition of 
the inevitably close relationship which ex- 
ists between the periodic allowance and 
the deduction made in rate-base valua- 
tions.“ 


* A more complete discussion of many of the points 
raised in the court cases will be found in the mon 
The Principles of Public Utility Depreciation, by 
author, published by the American Accounting Asso- 
ti 


ciation. 


ACCOUNTING IN THE LAW-SCHOOL CURRICULUM 


WILLARD J. GRAHAM 


is not a new one, but in a decade the 

point of view and the relative em- 
phasis upon various phases of the problem 
have shifted greatly. Ten years ago it was 
a question of whether or not the lawyer 
should have an accounting training; it ap- 
pears now that there never should have 
been any doubt about it. But in 1930, be- 
fore the American Law School Association, 
it was necessary to present evidence that 
lawyers needed and wanted accounting 
training.’ The evidence consisted of the 
analysis of the replies to a questionnaire 
directed to practicing attorneys, and the 
results indicated that an overwhelming 
majority of lawyers—about 98%—con- 


T* subject of accounting for lawyers 


* Willard J. Graham, “Accounting in the Law School 
Curriculum,” The Journal of Business of the University 
of Chicago, April, 1931, and The American Law School 
Review, May, 1931. 


sidered accounting to be an essential part 
of legal training. 

It is no longer necessary to prove that 
lawyers need some training in accounting. 
The practical question that we must an- 
swer relates to the nature and amount of 
that training. The answer to this question 
depends upon the general relationship be- 
tween law and accounting and the bounds 
and limits of the two professions. 

The accounting profession is much 
younger than the legal profession, but it 
has grown very rapidly during the forty or 
fifty years of its active history. The inter- 
relationship between law and accounting 
has become constantly more complex dur- 
ing this whole period. In spite of the fact 
that the two professions are fundamen- 
tally dissimilar, there are many situations 
which involve mixed questions of account- 
ing facts and law. Of necessity, therefore, 
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the activities of accountants and lawyers 
must overlap at many points. 

One explanation of this interrelation- 
ship between these two fundamentally dis- 
similar fields is presented by A. A. Berle, 
Jr. and Frederick S. Fisher, Jr., after ex- 
haustive research to determine the extent 
to which the courts have undertaken to 
impose rules of accounting as rules of law. 
... day by day, lawyers and courts predicate 
legal effects on the results of accounting. It may 
fairly be said that rules of accounting are for 
many purposes rules of law; or, conversely, that 
rules of law entail rules of accounting. The re- 
spective tasks of a lawyer and accountant here 
intermingle so closely that neither can proceed 
without the other. To a much larger degree than 
perhaps either profession realizes, this inter- 
mingling has already taken place. Courts have in 
fact and in form laid down rules which bind the 
accountants, or they have themselves adopted 
accountants’ conventions. The accountant, once 
his rules have found their way into the body of 
law, becomes legally obliged to follow them in 
his further work.? 


Not only do the courts adopt and lend 
sanction to accounting principles as exem- 
plified in accounting practice; the reverse 
is equally true—that the law, and admin- 
istrative bodies created by the law, them- 
selves in turn influence materially the de- 
velopment of accounting principles and 
practice. For example, many of the states 
have passed recently one of several types 
of so-called unfair trade practice acts. 
While these laws vary greatly among 
themselves in many respects, most of them 
have one element in common—a provision 
for a “fair” price which is related in some 
respect or other to a (frequently unstated) 
concept of cost. Accountants, and ac- 
counting-trained lawyers, should know 
that “cost” is a very complex and intricate 
term, that no definition of cost is possible 
except in terms of a specific purpose, and 


* For a very competent discussion of this interesting 
subject and appended digest of cases, see A. A. Berle, 
Jr., and Frederick S. Fisher, Jr., “Elements of the Law 

Business Accounting,” 32 Columbia Law Review, 
pp. 573-622. 


that even for a single purpose a satisfac- 
tory definition is most difficult to achieve. 

To expect an administrative board or 
commission to enforce an unfair trade 
practice act which does not define cost 
carefully and at great length, and from the 
point of view of a single specific objective, 
is to grant this commission the authority 
to “make law” on accounting matters, 
whether or not this be the intent of the 
original act. 

The layman would assume—would have 
a right to expect—that the corporation 
statutes of the respective states would have 
a determining influence upon the principle 
and practices of corporation accounting. 
Unfortunately this is not entirely true for 
(a) orthodox legal concepts of accounting 
matters as they appear in many state 
corporation acts do not conform closely to 
generally accepted accounting principles 
and practices; (b) in the corporation acts 
of the several states there are many differ- 
ent treatments of accounting matters; and 
(c) often the use of accounting termi- 
nology is so loose and varied that the exact 
meaning and intent of the law remains 
uncertain. Even in the Illinois Act, in the 
formulation of which there was a definite 
attempt to conform to good accounting 
practice, there is a substantial amount of 
ambiguity and uncertainty and according 
to some authorities, at least one case of 
contradictory clauses. 

The Securities and Exchange Commis- 
sion has set forth formally and informally 
a number of “requirements” for regis- 
trants, and is daily rendering “decisions” 
on disputed points of accounting practice. 
Normally, of course, these requirements 
and decisions are based on generally ac- 
cepted accounting principles insofar as it 
is possible to determine what (if any) ac- 
counting principles are generally accepted; 
in any case, however, without review by 
any competent authority, they become 
authoritative, and for all practical pur- 
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poses are written into the law. Today 
there are several dozen important admin- 
istrative agencies, Federal and state, which 
render final decisions and therefore ‘make 
law’’ on accounting matters. 

Conclusions that follow inevitably from 
the foregoing discussion are that practi- 
cally all business legislation and regulation 
must “tie in’ at some point with account- 
ing principles and practice; and therefore, 
that it behooves the lawyer who contem- 
plates any substantial amount of business 
practice to secure accounting training 
long the proper lines. 

For several years committees represent- 
ing the American Bar Association and the 
American Institute of Accountants have 
been discussing, at joint meetings and by 
correspondence, the bounds and limits of 
practice of the two professions of which 
these associations are the authorized 
spokesmen.’ They have endeavored to 
agree upon a joint statement regarding the 
relationship between the practice of the 
lawyer and of the accountant in the fields 
where they meet. They have made some 
progress, but they have not yet been able 
to come to an agreement upon certain 
sections of this statement, particularly 
that dealing with tax practice. On this 
specific phase of the problem the American 
Bar Association committee on unauthor- 
ized practice of the law has stated defi- 
nitely its opinion that it is within the 
practice of the law (rather than account- 
ing) to engage in any of the following ac- 
tivities: 

1. To give advice regarding the validity of tax 
statutes or regulations or the effect thereof 
in respect of matters outside of accounting 
procedure. 

2. To determine legal questions preliminary or 


prerequisite to the making of a lawful re- 
turn in a lawful manner. 


* For a complete report on these conferences, see 
F. P. Byerly, “Relationship between the Practice of 
Law and of Accounting,” The Journal of Accountancy, 
September, 1936, pp. 154-160. 


3. To prepare protests against tax adjust- 
ments, deficiencies, or assessments. 

4, To represent a taxpayer at a conference 
with administrative authorities in relation 
to matters outside of accounting procedure, 

5. To prepare claims for refund of taxes, 

6. To prepare petitions, stipulations, or orders 
incident to the review of assessments by 
the United States Board of Tax Appeals or 
any like administrative tribunal. 

7. To conduct the trial of issues before the 
United States Board of Tax Appeals or any 
like administrative tribunal. 

Accountants have voiced strong objec- 

tions to the views presented above. The 
Committee of the American Institute of 
Accountants has expressed the opinion 
that it is impossible to set forth broad 
rules establishing a dividing line between 
the practice of law and the practice of ac- 
counting, particularly in tax cases, for 
there is a complex interrelationship be- 
tween law and accounting in this field. 
This committee has suggested as an alter- 
native procedure the adoption of a case 
method of dealing with the problem; they 
suggest that the Bar Association refer to 
the Institute, or to state accounting socie- 
ties, cases in which accountants have en- 
gaged in alleged improper practices. The 
accounting organizations might then in- 
vestigate these cases and prevent a recur- 
rence of the offense. The Bar Committee, 
apparently, has received this proposal 
favorably, and it is probable that some 
such cooperative machinery will be at- 
tempted, first in the state of New York. 
Thus it appears that several years of 
negotiation between the authorized spokes- 
men of these two professions has produced 
only a tentative agreement to “‘codperate” 
in a ‘case method” of dealing with “im- 
proper” accounting practice. This seems 
conclusive evidence that the fields of law 
and of accounting are not exactly separa- 
ble, that there is a “no man’s land” of 
practice which will always be a field for 
(a) lawyers and accountants codperating 
in joint practice, of (b) practitioners with 
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adequate training in both professions, 
armed with admission to the bar and with 
a C.P.A. certificate, or (c) lawyers with 
some accounting training or accountants 
with some legal training, which ever “gets 
there first.’”’ I doubt that there is any way 
of solving satisfactorily this problem of 
so-called ‘“‘improper practices,” of either 
lawyers or accountants. 

In a few specialized fields there are dis- 
tinct opportunities for simultaneous prac- 
tice of law and accounting. The best of 
these opportunities lie in various fields of 
taxation and in the handling of trusts and 
receiverships. There are several outstand- 
ing examples of this type of practice. In 
many cases the individual engaging in 
joint practice has been admitted to the bar 
and also holds a Certified Public Account- 
ant’s certificate; in other cases one or the 
other of these formal qualifications is lack- 
ing. It would seem that law students who 
display a special interest in and aptitude 
for the accounting and financial aspects of 
legal business problems should be encour- 
aged to consider the opportunities in this 
dual field and to secure the necessary ac- 
counting and business training to engage 
in it. In such joint practice, however, even 
in these highly specialized fields, there is 
the distinct probability that one or the 
other of the two professions will become 
the major one. 

No longer, then, is it necessary to “‘sell” 
the lawyer on the need for some knowledge 
of accounting. Only a few years ago this 
point of view was not generally accepted; 
traditionally the training for lawyers did 
not include accounting—nor does it yet, 
universally, but largely because facilities 
for providing this training economically 
(from the point of view of time require- 
ments) have not been easily available. 
There are so many fields in which the law- 
yer should be proficient, and there is so 
little time available in his few years in the 
law school, that not everything can be in- 


cluded. Small wonder, then, that account- 
ing, which in the usual school of business 
course requires perhaps twenty or more 
semester hours, has not always been in- 
cluded as a required course. 

The change in lawyers’ attitude toward 
accounting is seen to arise from several 
causes. First, the increasing, complexity of 
the modern business and economic situa- 
tion has brought about an evolutionary 
change in the nature of services required of 
the lawyers. As implied in earlier discus- 
sion, the lawyer of today is becoming more 
and more a business adviser. In confer- 
ences, in the analysis of business problems, 
in the preparation of long and complicated 
contracts for the purchase, merger, or re- 
organization of business enterprises, in 
planning to meet the requirements of new 
and more complex tax laws, he is lost with- 
out some knowledge of accounting. 

Second, the lawyers’ lack of accounting 
training has been a prime factor in the loss 
of certain types of practice to accountants, 
and the growth of public accounting serv- 
ices of a nature approximating legal serv- 
ices. This development, now so greatly 
deplored by lawyers in all probability 
never would have resulted had lawyers 
been thoroughly trained in accounting. 

Finally, with the development of ac- 
counting into a recognized profession, 
there has been a corresponding improve- 
ment in accounting training. Convincing 
arguments have been presented that ac- 
counting—properly taught—has great cul- 
tural value, as great, for example, as logic 
or mathematics. Be that as it may, there 
is no longer any doubt that accounting 
training may properly be given at a pro- 
fessional rather than a strictly vocational 
level. 

Furthermore, the time requirements for 
such training have been greatly reduced. 
The need for general accounting training 
for students of business, students of law, 
engineering, etc., has caused the develop- 
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ment of specialized courses for each of 
these student groups. For example, in one 
major educational institution there are 
four alternative accounting programs: one 
for accounting specialists, including a total 
of eight or ten or even more courses; one 
for general business students composed 
of three courses, a single course for the 
economic students of the social science 
division; still another single course for 
students in the law school. While all of 
these programs start at the same point— 
with an explanation of the fundamental 
principles of double entry accounting— 
they differ vastly in point of view, amount 
of emphasis on technique and procedure, 
kind and amount of case and problem ma- 
terial, number of topics discussed, speed 
and inclusiveness of ‘“‘coverage,” and in 
many other respects. 

Complete agreement is lacking among 
either lawyers or accounting instructors 
as to how much knowledge of the various 
phases of accounting is desirable for law 
practice. The majority of lawyers seem to 
agree that “the more knowledge the bet- 
ter,” but of course the question of margi- 
nal utility arises. Just how much time can 
a law student afford to take from other 
prelegal and legal subjects to devote to ac- 
counting? A few lawyers are definitely in 
favor of a complete accounting training: 
“as much as a C.P.A.,” “thoroughly well 
informed,” ‘“‘he can’t have too much,” 
“there is no limit,” etc. At the other ex- 
treme are many who insist that a “knowl- 
edge of the fundamentals,” “a general 
working knowledge,” “enough to know 
what it is all about would be sufficient,” 
etc. The predominating opinion is that a 
lawyer should not be trained to perform 
accounting work but rather to understand 
the work of accountants; he should be able 
to analyze and interpret statements, and 
to work intelligently with accountants 
who perform the actual accounting work. 
More training is required, of course, for 


specialized corporate or other commercial 
work. Given below are several specific 
opinions on this question, bringing out 
special aspects of the problem. 


... a practical knowledge”’; ‘‘a thorough work. 
ing knowledge’’; ‘enough to prepare and inter. 
pret balance sheets”; “‘be able to read a complete 
audit (report) and know the principles of account- 
ing practice which govern the performance of the 
audit”; “in income-tax work even greater famil- 
iarity with accounting records is necessary”; “at 
least one year’s work, but the more accounting ex- 
perience acquired the better’; “able to under. 
stand corporate financing’’; “enough to talk in- 
telligently with a C.P.A. and advise him concem- 
ing client’s financial set up’’; ‘“be able to check 
and prepare accounts and to determine validity 
and correctness of items in general routine of 
cases”; ‘enough to know when he should employ 
an accountant and be able to understand the 
accountant’s report’’; “be able to be in confer- 
ences between accountants and to pass judgment 
on the merits of their arguments’’; “three years’ 
course is not too much”’; “‘a general course for 
lawyers in ordinary practice, but a more thorough 
course for those engaged in special corporate or 
commercial work”; ‘‘all courses up to training 
for C.P.A. with the exception of cost accounting”; 
‘“‘as thorough as possible, for in commercial work 
his competence is in direct relation with his 
knowledge of accounting”; “‘sufficient to enable 
him to comprehend the meaning of the books and 
the accounts therein, so that he could examine or 
cross-examine a witness about the same”’; “about 
one-half way to certified accountancy”; “should 
know what is mot good accounting practice”; 
“‘must understand double entry system and more 
is desirable’; ‘‘should not be a detail man on 
accounting matters but should have a broad 
knowledge of accounting principles and a full 
appreciation of what the detailed reports of 
others mean.” 


It is not possible here to outline in de- 
tail an ideal accounting course for lawyers. 
Instead, an attempt will be made to sum- 
marize some recommendations on this sub- 
ject in the form of a few general proposi- 
tions all in terms of a single four-hour 
quarter course (or a three-hour semester 
course). 

The course should emphasize principles 
and theory, and uses of accounting infor- 
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mation, rather than bookkeeping routine 
and procedure. There seems to be prac- 
tically unanimous agreement with this 
general proposition. But differences arise 
as to the extent to which such a program 
should be pushed. It would seem that 
three weeks—or twelve hours—of class 
time should be sufficient for discussion of 
the accounting process, and that the first 
four or five of these hours should be spent 
on the study of financial statements. Little 
attention need be given to a detailed 
breakdown of the merchandise accounts, 
and no time whatever devoted to special 
journals and ledgers. Attention should be 
limited to (1) the nature, purpose, and 
uses of accounting information and of fi- 
nancial statements; (2) the principles of 
double entry; and (3) the use of the simple 
journal and ledger in recording and sum- 
marizing business transactions. An under- 
standing of the accounting process can be 
fairly well achieved in three weeks’ time— 
well enough so that additional time can be 
better spent on other parts of the course. 
It has been contended by some writers 
that in such a course, designed for lawyers 
who will do little or no accounting them- 
selves, no attention should be paid to the 
“mechanics” of accounting.‘ It is, of 
course, desirable that attention to this 
phase of accounting be reduced to a mini- 
mum, and the viewpoint shifted toward an 
“understanding” rather than a “prepara- 
tion’ angle, but it is impossible to under- 
stand accounting in any of its important 
phases until the principles of double en- 
try, the effect of business transactions up- 
on the financial statements, the problems 
involved in adjustment and summariza- 
tion, and other basic fundamentals of the 
subject are thoroughly understood. 

This introduction to accounting is not 
necessarily a part of a special course for 


‘ James L. Dohr, “Accounting in the Law Curricu- 
CCOUNTING REVIEW, September, 1930, pps 


lawyers. It has been included here only 
because to date a majority of the students 
enrolling for the course have had no pre- 
liminary work in accounting. It would add 
materially to the value of the special 
course if this introduction could be omit- 
ted (more time and attention could then 
be devoted to subjects of greater direct in- 
terest to prospective lawyers). However, 
until matriculating law students have in- 
cluded in their pre-legal work a course in 
the principles of accounting, a discussion 
of the accounting process must remain the 
introductory part of the special course in 
accounting for lawyers. 

An important part of the course should 
consist of valuation and income determi- 
nation—with the emphasis on income de- 
termination; this might well be followed 
by an introduction to income tax account- 
ing as a special case of income determina- 
tion. (There appears to be such complete 
agreement on this point that it need not be 
discussed further.) 

Special attention in this course should 
be given to problems arising in connection 
with partnerships and corporations. This 
section should probably follow valuation 
and income determination, except that 
there is some psychological advantage in 
getting quickly to subjects of primary in- 
terest to law students. At this point in the 
course a number of actual law cases should 
be studied; particular cases should be se- 
lected which contain accounting problems 
as well as legal problems; that is, they 
should be cases in which the legal points 
involved are better understood if the ac- 
counting angles are presented first. Cases 
which involve the legality of dividends, for 
example, cannot be fully understood with- 
out a knowledge of the real nature of 
earned surplus, capital surplus, paid-in 
capital, proprietorship reserves, cash divi- 
dends, stock dividends, par-valuestock, no- 
par stock, stock discount and premiums. 
Cases involving the respective rights of 
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partners in the apportionment of profits (or 
losses), or in the distribution of assets upon 
dissolution of the partnership, cannot be 
really understood without a knowledge of 
the nature of capital, partners’ salaries, 
interest on invested capital, partners’ 


drawings, and partners’ profit-sharing 
agreements. It is obvious that a discussion 
from the accounting point of view will as- 
sist in a better comprehension of the full 
meaning of many of these terms. 

Certainly an important part of this 
course should be devoted to the prepara- 
tion and analysis of statements, including 
consolidated statements. Preparation of 
statements is mentioned only because a 
knowledge of the problems involved assists 
in a more complete understanding of the 
nature of statements—analysis and inter- 
pretation are more important for the pro- 
spective lawyer. Lawyers themselves have 
indicated that statement analysis is more 
valuable to them than any other single 
subject in accounting. 

The balance of the time (if any) may be 
devoted to the study of any problems not 
falling naturally into one of these four di- 
visions; these special problems might in- 
clude estate accounting, accounting for 
insolvent concerns, branch-house account- 
ing, concepts of cost, advanced problems 
in manufacturers’ accounting, or any other 
that may be of particular interest to law- 
yers. I shall not attempt to present a de- 
tailed list of such problems. The amount 
of time allotted to the study of these prob- 
lems depends upon the length of the course 
and the amount of time spent on the first 
four divisions. Perhaps the most impor- 
tant of the suggested subjects is accounting 
for manufacturers. A knowledge of the 
fundamental problems in this phase of ac- 
counting is of major assistance in the 
analysis and interpretation of statements 
of manufacturing concerns. Attention giv- 
en to the other subjects will vary with the 
interests of the instructor or his class. 


One point is clear: Best results in teach- 
ing accounting, even to law students, can- 
not be obtained by the so-called ‘“‘case 
method.” Hypothetical ‘‘cases,” actual 
business situations, certainly “‘law”’ cases 
involving business-legal-accounting prob- 
lems, must be introduced into the course 
as problem material; but the basis for their 
solution must be a foundation in general 
principles of accounting and their applica- 
tion to problems of this type, and this 
foundation depends on the use of text- 
books, lectures, and class discussion. 

As an adjunct to the special course de- 
scribed above, certain law schools have ex- 
perimented with a plan which involves the 
use of an accounting instructor in connec- 
tion with the regular law courses. At cer- 
tain points in corporation law (and 
other courses as well) the accounting in- 
structor will be called in to explain ac- 
counting concepts that may be necessary 
for a complete understanding of the legal 
problems involved. For example, it is dif- 
ficult to explain that a corporation may be 
legally insolvent despite a substantial 
credit balance in the surplus account un- 
less the student understands the real na- 
ture of “surplus,” and “capital stock.” If 
the law instructor is not in a position to 
present these concepts clearly, much time 
will be saved by delegating the task to an 
accounting instructor.’ The same is true 
at certain points in partnerships trusts, 
taxation, etc. The possibilities warrant 
further experiment with this method. 

Frequent reference has been made to the 
increasing complexity of business and to 
the additional legislation and governmen- 
tal regulation which in recent years have 
still further complicated the problem of 
business activity. In many cases there are 
few or no guiding precedents, and forward 

*Conversely, an instructor in corporation law could 
be of major assistance at certain points in the presenta- 
tion of <a accounting, unless the accounting 


instructor a good background in the law of the 
subject. 
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steps must be very carefully planned and 
executed. Mistakes can be avoided only if 
advantage is taken of all available sources 
of information, and the combined judg- 
ments of accountant, lawyer and client af- 
ford little enough assurance against errors 
of policy or procedure. The value of the 
lawyer in connection with these joint deci- 
sions will be materially increased if he has 
been trained to appreciate financial as well 
as legal implications. 

An analysis from an accounting point of 
view not only aids in the understanding 
and statement of rules of law, but might 
also have deterred the courts from laying 
down rules now recognized as unfortunate. 
In the case of partnerships and corpora- 
tions, especially, there are many instances 
of decisions which have resulted apparent- 
ly from an inability or failure on the part 
of counsel and court to analyze the prob- 
lem from the accounting point of view. And 
there are many instances also, of problems 
with which the courts have apparently 
had great difficulty and upon which the 
reasoning in their opinions is obscure 
and unsatisfactory —problems which could 
have been more easily and satisfactorily 
solved in the light of accounting principles. 
To be sure, the courts have had to work out 
many of these problems before accounting 
had reached anywhere near its present 
state of development; but today many old 
tules of law may profitably be restated, 
and whole groups of mew problems solved 
more readily and confidently with the aid 
of an understanding of the fundamental 
techniques of accounting. Recent opinions 
suggest that judges in increasing numbers 
are welcoming this type of assistance. And 
the fact that law students who have had 
training in accounting usually master the 
difficult problems of corporation law more 
easily than do students without such train- 
ing is further evidence that an under- 
standing of accounting is of value in the 


analysis and solution of legal problems. 

It has been noted that accounting prin- 
ciples have long served as non-legal prec- 
edents for statutory legislation and court 
decisions on financial and business mat- 
ters. The accounting-trained lawyer is in a 
peculiarly strategic position to exercise his 
influence in hastening this evolutionary 
process. By so doing he performs a dis- 
tinctive social service, for many glaring 
inequities should disappear as still more 
of our fundamental accounting principles 
are embodied in formal legislation and le- 
gal precedent. 

I do not mean to suggest that the ac- 
countant’s approach would facilitate the 
handling of all the legal problems with 
which the lawyer and the accountant are 
both concerned. There are many points at 
which the accountant has little light to 
throw on the problem, as in the case of the 
apportionment of “‘income”’ between life 
tenant and remainderman. In such mat- 
ters the law must govern the accounting 
practice. On the other hand, the simul- 
taneous consideration of the legal and ac- 
counting aspects of certain problems, may 
suggest the necessity of important modifi- 
cation of accounting practice in order to 
reflect the results of the legal rules. 

It should be made clear that the scope 
of this discussion has been very narrow. 
Many other subjects, particularly those in 
the fields of business administration, are 
important as a part of the pre-legal train- 
ing of the student intending to enter 
the field of law. The questions surround- 
ing the subject of accounting for lawyers 
are only part of a much larger group of 
questions and problems that are now en- 
gaging the attention of the curriculum 
committees of the more progressive law 
shools, and it is with no intention of sub- 
ordinating this larger problem that the 
scope of this discussion has been restricted 
to the single subject of accounting. 
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ACCOUNTING IN THE JUNIOR COLLEGES 


WILuiAM H. Conley 


tion has given attention to the sta- 

tus of accounting and theobjectives 
of different accounting courses in various 
types of educational institutions of collegi- 
ate rank such as the liberal-arts college, 
the school of engineering, and the school 
of law. Throughout this same period there 
has been a rapid development of another 
type of collegiate institution—the Junior 
College. In 1928 there were 248 junior 
colleges in the United States with an en- 
rollment of 44,855 students. In 1937 (the 
year of the last official statistics) there 
were 553 junior colleges having an enroll- 
ment of 136,623. It seems appropriate 
therefore, this year to consider the topic, 
‘Accounting in the Junior College.” 

In the present discussion of this topic we 
shall consider first, the nature and the ob- 
jectives of the junior college, and second, 
some of the specific problems of organizing 
accounting in the junior college. 

It is difficult to gain an understanding of 
the real nature of the junior college from 
any definition that has been formulated. 
By some the junior college is looked upon 
as the completing unit of secondary edu- 
cation; by others it is looked upon as the 
introductory unit of higher education. Cer- 
tain institutions designated as junior col- 
leges offer the majority of their work in 
vocational fields, while others adhere to a 
program of general education of strictly 
collegiate rank. Many universities and 
standard colleges refer to the first two 
years of their work as a junior college. A 
few school systems have combined the 
eleventh, twelfth, thirteenth, and four- 
teenth years, or, the last two years of high 
school and the first two years of college, 
into a four year unit which they call the 
junior college. Probably the majority of 
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Junior Colleges are two year units for 
students who have completed high school. 
About the only thing that all junior col- 
leges have in common is that they offer the 
thirteenth and fourteenth years of school- 
ing. 

Such statements as these would seem to 
indicate that there is much confusion in re- 
gard to the organization of the junior col- 
leges. This is not the case. The reasons for 
the different types of organization is that 
there are different ways of attaining the 
same objectives and these ways areadapted 
to local community needs. On the other 
hand, the objectives and functions of the 
junior colleges are fairly uniform. Nearly 
all junior colleges are aiming at one or 
more of the following objectives: 1) gen- 
eral education, to make the student aware 
of the principal fields of knowledge; 2) 
preparation for senior college or profes- 
sional schools; 3) preparation for earning 
a living in the semiprofessional group; 4) 
exploration for the purpose of vocational 
choice. While the small junior colleges are 
interested primarily in offering prepara- 
tory courses for universities most of the 
large junior colleges recognize that the 
majority of their students will never enroll 
in the higher institutions. A large number 
of the students in junior colleges will ter- 
minate their formal education when they 
complete the two-year unit. Considerable 
emphasis has been placed, on the nature 
and functions of the junior college because 
without an understanding of the peculiar 
problems of this type of school it is impos- 
sible to discuss intelligently any part of the 
curriculum. 

Having before us at least a general no- 
tion of the place of the junior college in 
the educational hierarchy we may turn to 
the more specific topic of ‘Accounting in 
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the Junior College.” It is obvious from 
what has already been said that many 
students will be interested in taking ac- 
counting courses at this level. A study of 
the catalogues of a selected group of junior 
colleges indicates that more new courses 
have been added in the field of commerce 
than in any other field in the last ten years. 
And, of the specific additions in the gen- 
eral field of commerce, accounting was one 
of those in which there were the most addi- 
tions. Several types of students choose ac- 
counting as a part of their programs. First, 
there are the students who are preparing 
for professional schools, and those who are 
preparing for senior college work in the 
field of economics or business administra- 
tion. In this group one will find exactly the 
same kind of student that he will find in 
the first two years of the liberal-arts col- 
lege, and exactly the same problems pre- 
sent themselves in the organization of 
work for preparatory students who need 
accounting for different purposes. For ex- 
ample, there will be the pre-law student 
who wants to know merely enough so that 
he can understand the law courses dealing 
with business. Then there will be those 
who want accounting as a tool for the 
study of economics in the senior college. 
At the same time there will be the small 
group who hope to become professional 
accountants. 

Second, the semiprofessional students in 
many fields register for courses in account- 
ing. In general the semiprofessional stu- 
dent is one who will probably terminate 
his work in the junior college, but who 
hopes to attain there a good general educa- 
tion in addition to some specialized train- 
ing that will place him above the high- 
school student in ability but below the 
professional group. Those who hope to be- 
come secretaries look upon a knowledge of 
accounting as a necessary part of their 
equipment—at least asa tool to help them 
get employment and to help them advance. 
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Unfortunately, many taking secretarial 
work expect to and demand that they get 
a sufficient understanding of accounting 
in one course, the shorter the better. Semi- 
professional students in banking, mer- 
chandising, and similar courses also enroll 
in accounting. Lastly, there is the student 
who is preparing for semiprofessional work 
in the field of accounting and hopes to find 
employment after two years of work in 
school. 

A third group desiring accounting train- 
ing will have to be classified as miscellane- 
ous. This group is made up of 1) students 
who have no definite plans but are explor- 
ing different fields hoping to find one that 
they can enjoy and for which they may 
have some aptitude; 2) terminal students 
who expect accounting to give them some 
understanding of how to manage personal 
finances; and 3) students who are in 
school simply because they can’t find jobs 
and someone has told them that account- 
ing might help them. 

Whatever may be the problems of or- 
ganizing accounting courses for students 
in the liberal-arts college, the engineering 
school, or the law school, they would seem 
on first thought, to be minor compared to 
those of the junior college. At least most 
of the students in the engineering school 
and the law school want accounting for 
the same purpose; and the students in 
liberal arts in accounting seem compara- 
tively homogeneous when they have only 
two or three different reasons for taking 
accounting. Consequently, may account- 
ing instructors and deans of junior colleges 
have struggled with the problem of offer- 
ing courses to meet the heterogeneous 
needs of the junior-college student body. 
Some feel that special courses should be 
set up for each group of students: 1) the 
usual first year accounting course with its 
emphasis on mechanics, practice sets, and 
details, as well as accounting principles, 
for students planning to become profes- 
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sional accountants; 2) a course dealing 
with the interpretation of statements for 
those desiring accounting as a tool; 3) a 
survey course for those who wish a general 
view of the field of accounting; 4) a special 
course for those who want to know how to 
keep a set of simple books; and 5) a variety 
of special courses such as accounting for 
secretarial students and accounting for 
pre-law students. 

Such a solution is not practical from an 
administrative point of view, nor is it de- 
sirable from an academic point of view. 
Even in the large junior colleges the ad- 
ministration of such a program would be 
difficult; in the smaller schools it would be 
impossible. Such a program would seem to 
have about the same merit academically 
as a series of special courses for every type 
of student studying freshman English or 
for every different group taking a first 
course in principles of economics. 

Another solution is presented by those 
who hold that there are certain basic prin- 
ciples of accounting that must be under- 
stood by everyone who needs a knowledge 
of accounting, regardless of the use to 
which it is to be put. They suggest that all 
introductory students should receive the 
same type of instruction. Obviously this 
latter suggestion is welcomed by adminis- 
trators but some doubt its academic wis- 
dom. 

The question may well be asked: Is 
there a practical solution to the problem 
offered by first-year accounting in the 
junior college? The point of view of this 
paper is that a practical solution is possi- 
ble. Before suggesting the lines such a 
solution might take, let us make briefly, 
but objectively, two observations about 
the majority of present-day introductory 
accounting courses. 

First, it appears that only a small 
amount of time is devoted to actual prin- 
ciples of accounting. Business forms, busi- 
ness organization, and various accounts, 


special books and topics that are not es- 
sential to an understanding of the funda- 
mentals of accounting are treated at some 
length. Many of these items are taught in 
detail and with justification in the more 
advanced courses, but they merely serve 
to confuse students in the first year. 

Second, in most introductory courses 
considerable emphasis is placed on prac- 
tice sets. These sets vary in length and in 
the work that is required. Some of them 
begin early in the course and the student 
continues to handle a mass of transactions 
that have little or no meaning to him 
throughout the semester, finally bringing 
what he discovers to be a set of books toa 
successful conclusion (with the aid of other 
students and fraternity-house files) by the 
end of the semester. Such tasks as this 
lead many good students to the conclusion 
that accounting is a course in which a 
great deal of pencil-and-paper work has to 
be gone through in order to get a very few 
principles. They have difficulty in under- 
standing why it is necessary for them to 
make five hundred entries, debiting Ac- 
counts Receivable and crediting Sales, if 
the purpose is to teach them how such a 
transaction should be handled. 

With these two considerations in mind 
no wonder will be expressed when we ask 
why students who are not interested in 
preparing for a career as professional ac- 
countants shy away from the subject. 
Neither is it any wonder that the secretar- 
ial student, the pre-law and pre-engineer- 
ing student, and the economics major, all 
of whom recognize some need for a knowl- 
edge of accounting demand special courses. 

Returning to the original question of the 
practical solution of the problem of first- 
year accounting it would seem that the an- 
swer lies in the revision of the present type 
of course rather than in the introduction 
of distinct courses for each group. The fol- 
lowing revision is suggested in the hope 
that it may lead to fruitful discussion 
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which in turn may lead to the kind of first- 
year accounting course which is still a 
pious hope. 

1. Delete from the present first-year 
accounting material all superfluous matter, 
emphasizing only principles of accounting. 
Students who have had no previous busi- 
ness training might have to take simul- 
taneously a brief course in Introduction to 
Business or be given supplementary work. 
However, a large number of students who 
came up through public school systems 
already have this necessary background. 

2. The accounting course should begin 
by illustrating the most elementary prin- 
ciples in the most elementary business 
unit: the nontrading single proprietor- 
ship. After presenting to the students a 
picture of accounting for such a concern 
in the natural and logical order (original 
entries, posting, trial balance, and simple 
statements), the more involved types of 
business should be considered: the trading 
enterprise, the partnership, and the corpo- 
ration. In each case those accounts and 
statements that are vital should be intro- 
duced and explained as the student pro- 
gresses in the study of the more complex 
organizations. When the student watches 
the effect of a transaction from the original 
entry through the accounts to the state- 
ment, the statement will have a genuine 
meaning to him. Then he will be able to 
interpret statements and accounting will 
be for him a tool that can be used rather 
than one which has been acquired but is 
useless. 

3. Problem work should be confined to 
an application of principles. Too many 
problems, at the present time, deal with 
techniques and details. Shorter problems 
showing complete relationships and prob- 
lems designed to develop a thorough 
understanding of principles should be pro- 
vided for regular assignments. 

4. Practice sets should be drastically 
modified. Serious consideration should be 
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given to the possibility of substituting as 
supplementary assignments long problems 
illustrating principles and their applica- 
tion. These of course might be referred to 
as short practice sets but they would differ 
radically from many practice sets now in 
vogue. Each of these long problems or 
short practice sets should be completed 
in from two to three weeks so that the 
student will be able to understand the 
assignment as a unit rather than as a 
series of loosely connected tasks. The ob- 
jection may well be raised that the prac- 
tice set offers to the student his only con- 
tact with volume,—and that a realization 
of volume is necessary for the student of 
accounting. Granting that it is important 
for the student who is going to become an 
accountant to have a “feeling’’ for volume, 
two objections are evident. In the first 
place the majority of students of first- 
year accounting will never become pro- 
fessional accountants. Second, it is ques- 
tionable if a student can or should get a 
proper appreciation of volume in any col- 
lege course. The mass of detail in even a 
small business could never be presented in 
even the most lengthy of practice sets. On 
the other hand, in the actual practice of 
accounting as a junior accountant the 
student can soon learn to handle volume. 
It seems reasonable to suggest, then, that 
this phase of the work be left to the world 
of business. Not even the graduate schools 
of business can hope to cover all aspects of 
a field but attempt to emphasize principles 
and their application. Certainly, a first- 
year course in accounting will do well if it 
can give to students a clear concept of 
fundamentals. 

5. In the teaching of the course an effort 
should be made to make use of a double- 
period laboratory once a week. Here a 
student may get a start on regular assign- 
ments and may do work on the long sup- 
plementary problems or short practice 
sets. The advantages of a supervised prob- 
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lem-solving period are obvious to any ac- 
counting instructor. It assures individual 
work and it enables the instructor to dis- 
cover the individual weaknesses of stu- 
dents and the difficulties that are common 
to all. 

If a course similar to the one outlined is 
offered there appears to be little reason 
why all students needing accounting 
should not be enrolled in it. It removes the 
objection of the non-professional student 
to a mass of unnecessary detail; it gives 
to all groups of students the only basis 
for a real interpretation of statements, 
and through them of business; and it offers 
to the student who hopes to become a 
professional accountant the most impor- 
tant thing he can acquire in his first year: 
a thorough understanding of principles. 

An affirmative answer, then, to the 
question of finding a practical solution to 
the problem of first-year accounting in 
the junior college has some reason behind 
it. It seems plausible that a first-year 
course that aims at principles; that recog- 
nizes that accounting, like mathematics, 
should be presented by building up step 
by-step to a logically complete unit; that 
attempts to eliminate details and those 
things that are non-essential in the first 
year’s work is a practical solution that will 
meet the needs of all students. 

The first-year course constitutes the 
most important problem in the field of 
accounting for the junior-college level. 
Practically every institution that offers 
accounting at all offers more than the one 
year. This additional work is provided in 
what corresponds to the usual inter- 
mediate course. In some industrial centers 


courses in cost are scheduled. There js 
always the demand on the part of some 
instructors who do not recognize the func- 
tion of the junior college to introduce 
more advanced courses. This is a problem 
with which the administrator is continu- 
ally confronted but in general it can be 
handled without much difficulty. The 
junior college, of course, must leave the 
more advanced work such as a third year 
of general accounting, auditing, taxes, and 
other special fields to the senior college or 
the professional school. 

In presenting this survey of accounting 
in the junior college an attempt has been 
made to point out the nature and the func- 
tions of this educational unit, and to dis- 
cuss some of the problems of one of the 
popular subjects offered in it, the most 
important problem being the provision of 
an introductory course that will meet the 
needs of a very heterogeneous student 
body. An effort was also made to show 
that this problem might be met not by 
introducing special types of courses but by 
revising the usual first-year course in such 
a way that only principles which are neces- 
sary for all would be taught. Another prob- 
lem, that of restricting the offerings at the 
junior-college level was also mentioned. 

The junior college because of its youth 
has every opportunity for experimenta- 
tion. If it can solve the problem of first- 
year accounting the same solution may 
apply to the liberal-arts college. Sugges- 
tions will be most welcome to all of us 
who are seriously concerned with improve- 
ment. Only by experimenting with these 
suggestions can we have a scientific and 
continuous improvement. 
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THE APPLICATION OF GOVERNMENTAL AC- 
COUNTING PRINCIPLES TO PRACTICE 


N. FRISBEE 


ciples to governmental-accounting 

practice, it appears necessary to admit 
the hypothesis that certain fundamental 
concepts have been set forth which safely 
may be labeled ‘‘principles.” Perhaps we 
should recognize that this is only an 
hypothesis, which is assumed or deemed 
to be true for the purpose of argument. 
Yet, it is evident that any “‘statement of 
accounting principles” may serve chiefly as 
a basis for argument, and if we allow our- 
selves to question too deeply the so-called 
“inherent truth” of each principle we shall 
have little opportunity to consider prac- 
tical applications. 

Problems of governmental accounting 
may be divided into three groups: First 
are the problems in accounting for the 
transactions of the Federal government and 
its agencies; second, the problems in ac- 
counting for the affairs of the several 
states; third, municipal accounting prob- 
lems and those of other political subdi- 
visions of the states, such as counties and 
districts. Although many accounting prin- 
ciples are of equal importance in all three 
fields, it is not feasible to include in one 
article a discussion of their application 
within all of them. This paper will con- 
fine itself to the application of accounting 
principles to practice only in municipal- 
ities and other political subdivisions of the 
states. Fifteen such principles have been 
set forth by the National Committee on 
Municipal Accounting! as recommenda- 
tions or suggestions to be followed as a 
guide in establishing governmental ac- 
counting systems. These recommended 
principles appear to be subject to little if 


I' DISCUSSING the application of prin- 


1 Bulletin No. 6, “Municipal Accounting State- 
ments,” pp. 3-4. 


any criticism and therefore may be ac- 
cepted, in part, as the basis for our dis- 
cussion. 

Unfortunately, accounting principles 
cannot be applied in all situations with 
equal congruity. In fact, the practical ac- 
countant may claim that in certain in- 
stances the recommended principle is not 
at all suitable and cannot be applied. Yet, 
the fact may be that the principle itself is 
sound but the particular circumstances 
warrant, or at least partially justify, a 
temporary disregard of the principle. 

For example, the first principle recom- 
mended by the National Committee on 
Municipal Accounting is that “the ac- 
counts should be centralized under the 
direction of one officer,” who “should be 
responsible for keeping or supervising all 
accounts and for preparing and issuing all 
financial reports.” In practice this is defi- 
nitely desirable, whether in governmental 
accounting or in accounting for industrial 
enterprises. Yet, a city may have separate 
public-utility or other service enterprises, 
such as a department of power and light, 
or a water department, where the manage- 
ment is largely divorced from the general 
city management and the accounting is 
specialized. In such cases, if the city has 
a comptroller in charge of the accounts, it 
is easily possible to follow out the recom- 
mendations of the committee; but if the 
city is relatively small, with a population 
not exceeding 25,000 or 30,000 people, the 
city clerk or city treasurer may act as the 
chief accounting officer. In some instances 
such an official may not be qualified to 
assume supervision of the specialized 
public utility accounts, and his other 
duties may not permit a ready attainment 
of the necessary qualifications. In such a 
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situation, one might face the problem of 
obtaining a new city clerk or city treasurer 
who possesses the necessary accounting 
qualifications, or continuing the present 
officers who are well qualified for the 
other duties which they have been per- 
forming for many years. The probable 
course of action in such situation is to 
postpone the consolidation of the account- 
ing under a central officer. 

A second difficulty sometimes encoun- 
tered in the application of the recom- 
mended principles lies in the suggested 
principle that the obligations of a govern- 
mental body should be entered on the 
books as encumbrances of the affected 
funds and appropriations as soon as pur- 
chase orders or contracts are signed. In 
one case, the accounting department of a 
city struggled for many months to put 
this principle into practice. Finally, the 
attempt was abandoned. The city admin- 
istration was convinced that the principle 
would not work—that is, not under the 
conditions existing in that city. A central 
purchasing department had not been 
established, but instead the purchases 
were being made by at least twelve de- 
partment heads for their respective de- 
partments. Apparently, sufficient pressure 
could not be exerted upon these depart- 
ment head to obtain the purchase orders 
promptly when they were issued, but in- 
stead the purchase orders from the twelve 
departments might often drift into the 
accounting office several weeks after the 
goods had been received or the services 
rendered, and even after the invoices had 
been approved for payment by the respec- 
tive departments. 

From this experience, I believe it is 
reasonable to conclude that unless a cen- 
tral purchasing department is installed, 
the prompt encumbering of funds may not 
be adequately obtained. Even after the 
city administration is convinced that this 
is a requirement in order to encumber 


funds effectively, there is certain to be 
difficulty in obtaining a central purchasing 
agent. Each department head may be cer- 
tain that no purchasing agent can buy 
effectively for his requirements, although 
in all probability these department heads 
will have delegated the actual purchasing 
to a subordinate executive. For instance, 
it will not be easy to convince the surgeon 
in charge of the hospital that his supplies 
can be purchased effectively by a pur- 
chasing agent unfamiliar with medical 
practice, and similarly, the engineering- 
department executive may believe that 
engineering training is required in order to 
purchase the materials used in that de- 
partment. Even the fire chief may contend 
that it takes a fireman to buy fire hose. 
Sometimes it is incorrectly assumed that 
the installation of a central purchasing 
department includes and requires the in- 
stallation of a central-stores system. It 
may be necessary to point out to the ad- 
ministration of a relatively small govern- 
mental unit that the central purchasing 
department can be installed without the 
central-stores system. Whether the latter 
system should be installed is a separate 
problem, depending largely upon the size 
of the city and the quantity of supplies 
that can be stored advantageously. 
Another type of problem arises from 
the attempt to use the accrual basis in 
accounting for revenues and expenditures. 
The principle that revenues should be 
taken into consideration when earned, 
even though not received in cash, is obvi- 
ously sound from the accountant’s stand- 
point and proper from a legal standpoint 
since for cities and counties it is usually 
required that the tax revenues shall exactly 
equal the expenditures which apply to 
the fiscal period. For ordinary revenues 
and expenditures the accrual basis may 
cause no trouble, but difficulty may be 
encountered in attempting to accrue rev- 
enues from such items as subventions and 
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ts receivable from other govern- 
mental units. For example, if a state dis- 
tributes to cities and counties a portion of 
the funds raised from gasoline taxes, auto- 
mobile taxes or licenses, and from liquor 
licenses, the apportionment to the cities 
and counties will be under the control of 
the state, and the amounts accruing to the 
cities and counties during each fiscal period 
cannot be ascertained without the close 
coéperation of the state, which may not 
be obtained. Even if the amounts can be 
determined during each month or each 
year, such revenues are expendable only 
for stated purposes, such as, police protec- 
tion, control of traffic on state highways, 
and maintenance of certain highways and 
streets within the city or county. Some 
hesitancy may properly exist as to spend- 
ing for the specified purposes until the 
monies are actually on hand. Logically, 
such subventions and grants should be 
handled as special-revenue funds, and if 
the accrued revenue of such funds is to be 
expended prior to actual collection, an 
advance from the general fund will be 
required. Even if special-revenue funds are 
not established, and the subventions and 
grants are included in the general-fund 
transactions, it would seem advisable to 
handle these revenues and expenditures 
on a cash basis, except as to expenditures 
accrued against and applicable to monies 
already on hand. 

Another problem of accrual, with a pos- 
sibility of inconsistency in practice, arose 
in a certain city which had purchased 
about $200,000 par value of its own bonds. 
These bonds were purchased with surplus 
cash on hand in the general fund, and they 
were kept alive as assets of that fund. 
Under the provisions of the state law the 
city was required to make specific tax- 
levies for the payment of interest on each 
bond issue, together with such redemp- 
tions of bonds as occurred in each year, 
these taxes to be provided in the exact 
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amounts needed in the fiscal period. 

When the city’s own bonds are held in 
their general fund the city will, of course, 
earn the interest payable from the interest 
and redemption funds. The question which 
arose was: should the general fund accrue 
income which the bond redemption and 
interest fund was to pay but which that 
latter fund did not accrue? Also, if the 
general fund did accrue the income, must 
the bond-redemption and interest fund 
accrue the expense? Or should the latter 
fund accrue the expense and the general 
fund not accrue the income? It would 
seem to me that there is no reason why 
the accrual should not be made in the 
general fund, and that such accrual in 
that fund would not require the accrual 
of expenses in the other fund. If the prac- 
tice is to accrue the revenues of the general 
fund, the investment of funds in the city’s 
own bonds should not change the accrual 
practice, even if the interest expense is not 
accrued in the bond redemption and inter- 
est fund. 

In California, the Supreme Court has 
recently issued a decision* which indicates 
that interest expense accruals should be 
made in that state for each fiscal period. 
As a matter of practical operation, the 
tax levies for both interest and principal 
had previously been made on the basis of 
the actual cash payments to be made be- 
fore the subsequent tax collections would 
be available. Thus, if the governmental 
unit had a fiscal year ending June 30th, 
but the interest coupons were due annually 
in October, it was deemed necessary to 
provide sufficient revenue from the tax 
levy to pay the interest coupons of the 
subsequent October. Under this method of 
budgeting and levying taxes, the interest 
accrual to the date of June 30th was ap- 
parently of little value. The decision of the 
Supreme Court recognized the practical 


2 Southern Service Company, Lid. v. County of Los 
Angeles, August 31, 1938. 
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problem in providing the revenues when 
the coupons are due and stated that the 
main difficulty is ‘that the constitutional 
framers failed to provide a method for 
meeting obligations which might accrue 
during the period following the close of 
one fiscal year and prior to the realization 
of tax revenues for the succeeding fiscal 
year.”” The Court recognized that provi- 
sion had been made in the laws of some 
other states to allow the assessments for 
periods subsequent to the current year, 
but held that under California law it was 
necessary to meet such payments by ad- 
vances out of the general reserve of the 
general funds, or other reserves or assets 
of the general fund. 

Probably the principle that will prove 
to be the most difficult to apply in prac- 
tice is that ‘‘there should be general uni- 
formity in the financial reports of all 
municipalities of similar size and type.” 
In order to obtain uniformity in the 
financial statements, it is, of course, neces- 
sary to have uniformity in the accounting 
and in the budgetary control. In short, 
the entire accounting system and pro- 
cedure, and to a considerable extent the 
methods of administering the affairs of 
similar governmental units, will need to 
be uniform in order to obtain uniform 
financial reports. 

To obtain such uniformity in methods of 
accounting and of managing city affairs 
will not necessarily require an exact simi- 
larity in the mechanical or other means of 
maintaining the accounts or directing the 
activities of the governmental unit. For 
example, whether the accounts are main- 
tained by using machines or by hand book- 
keeping may not be extremely important 
in obtaining uniform results. In contrast, 
such a matter as the extent to which 
departments are provided, and the exist- 
ence or nonexistence of auxiliary service 
departments may affect the accounting 
statements in a marked degree, Many 


illustrations might be given to indicate dif. 
ferences between accounting methods and, 
therefore, between the accounting reports 
of municipalities or other governmental 
units. A few illustrations may suffice. 
Although depreciation is not computed 
on the fixed assets which are used for gen- 
eral city purposes (except in connection 
with unit-cost studies of certain city or 
other governmental operations), neverthe- 
less, where a service or auxiliary depart- 
ment has been established, the computa- 
tion of depreciation on the fixed assets 
used in that department is considered 
proper for such a department. The theory 
seems acceptable that a service depart- 
ment should charge to other departments 
the entire cost of the services performed for 
them, and that the cost of such services or 
materials should include depreciation, 
Therefore, if a garage is operated by the 
city or county for the benefit of all de- 
partments having motor vehicles which 
require service, the cost of the work done 
in this garage should include proper com- 
putations of depreciation on buildings and 
equipment. However, if one of the city 
departments, such as the engineering de- 
partment, operated the garage as a part 
of its regular departmental activities and 
charged other departments for such serv- 
ices as were performed for them, the inclu- 
sion of depreciation in the cost of operat- 
ing the garage would not appear to be 
necessary. In the latter instance, the 
garage building and equipment would bea 
part of the city’s fixed assets which hap- 
pened to be assigned to the engineering 
department because they served that de- 
partment more than other departments. 
Under the theory that depreciation should 
not be computed for general city assets 
(such as the furniture and fixtures, the 
portion of the city hall, or the machinery, 
motor vehicles and equipment used by any 
specific department), the garage assets of 
the engineering department would not be 
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subjected to depreciation. Therefore, it 
may be found that cities with separate serv- 
ice departments will make certain deprecia- 
tion computations which are not made by 
similar cities without such departments. 

Further divergence in the accounting 
for these auxiliary services sometimes exists 
because budget committees in certain 
cities have refused to change their budget 
methods. Some years ago a practice arose 
in budgeting and recording revenues 
whereby certain items called ‘abatements 
of expense” are recorded. These ‘“‘abate- 
ments” are revenue credits offsetting 
charges to various departments for inter- 
departmental services. Instead of credit- 
ing the departments that render the serv- 
ices, the general revenues are increased by 
the abatements, although the costs of 
rendering the services are charged to the 
respective departments. The result of this 
practice is to overstate revenues and ex- 
penses. Obviously, there is a need for re- 
form in these budget committees so that 
the accounting can conform to recom- 
mended practices. 

Another practical obstacle to uniformity 
arises in connection with subventions and 
grants from states. In California, for ex- 
ample, the attorney general has held that 
it is necessary for a municipality receiving 
such funds to maintain the records in such 
a way that the proper expenditure for the 
purposes specified will be shown, but the 
setting up of a separate fund is not neces- 
sarily required. In fact, the establishment 
of a special-revenue fund for such receipts 
and for the expenditure of such receipts 
does not appear to be required, although it 
may be highly desirable. In practice, the 
result is that certain municipalities may 
include the subventions and grants in their 
total revenues and include the expendi- 
tures with the departmental expenses of 
the departments expending the funds, 
whereas other cities do not include the 
revenues or expenditures in the general- 
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fund operations but present these transac- 
tions as the operation of a special-revenue 
fund. 

A further impediment in seeking to ob- 
tain a uniform application of principles 
may exist in a conflict of recommended 
principles. Fortunately, the nation-wide 
cooperation with the National Committee 
on Municipal Accounting has minimized 
the extent of differences of opinion. But 
even minor differences between the recom- 
mendations of state committees and those 
of the National Committee may be 
troublesome in seeking uniformity in 
financial reports. For example, the Uni- 
form Accounting Committee of the League 
of California Municipalities has adopted 
and recommended a uniform financial re- 
port for California cities which includes 
“capital funds” as a separate group of 
funds. The committee states that these 
funds are to include the proceeds of the 
sale of bonds and, also, “all fixed properties 
and the offsetting capital surplus of the 
city, exclusive of construction work in 
process and those fixed properties and 
offsetting capital surplus of public service 
enterprises.”* The National Committee, 
on the other hand, had previously recom- 
mended that bond funds be separately 
maintained for the proceeds of the sale of 
bonds and the expenditures of these pro- 
ceeds, and that the general fixed assets be 
accounted for and shown in a separate 
division of the financial report. 

In certain instances, recommendations 
of different committees are not uniform 
because of variations in the laws of dif- 
ferent states, counties, or cities which 
affect uniformity in accounting reports 
and systems of accounts. Thus, in jurisdic- 
tions where the payment of bonded in- 
debtedness is handled through the opera- 
tion of sinking funds, the interest on such 


3“Financial Reports of Municipalities”’— e 
—— No. 13 of the League of California Munici- 
ties. 
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obligations is usually paid by the general 
fund. In other states both the interest and 
redemption of bonds will be shown in a 
special grouping of funds known as the 
“bond redemption and interest funds.” In 
the latter case, the interest is not an obliga- 
tion of the general fund. In California, 
where bond redemption and interest funds 
are required, the Uniform Accounting 
Committee has recommended that the 
entire amount of unpaid bonds, to the 
extent that they are general city obliga- 
tions, be shown as a liability of the interest 
and redemption funds. The National Com- 
mittee on Municipal Accounting, on the 
other hand, recommends a separate group- 
ing of accounts for the general bonded 
debt of the city, offset by the contingent 
asset or contra account for the amount to 
be provided in the future for the retire- 
ment of the bonds. Obviously, the legal 
requirements in California are important 
factors in the recommendation of the 
California committee. 

Discussion of problems in applying 
principles of governmental accounting 
would be incomplete without recognizing 
that accounting and budgetary methods 
depend to a considerable extent upon the 
legal requirements of various governmental 
units. These legal requirements, of course, 
include both the laws adopted and the 
court interpretations of the laws. In fact, 
the recent decision by the California Su- 
preme Court, rendered August 31, 1938, 
in the case of Southern Service Company, 
Ltd. v. County of Los Angeles, illustrates 
that laws are uncertain until interpreted 
by the courts. 

In this case, the plaintiff claimed re- 
funds of taxes improperly assessed and the 
Court upheld the contentions of the 
plaintiff upon several of the questions 
involved. Among other things, the Court 
determined that in setting the rates for 
tax levies, each rate must be carried to 
several decimal places if the use of whole 


cents would raise excessive amounts not 
required in the current period. The ruling 
recognized that the political code provides 
that the county board of supervisors shall 
“fix the rates of county and district taxes 
by designating the number of cents levied 
for each fund upon each one hundred 
dollars of assessed value” to “‘raise the 
amount of the estimated expenditures,” 
However, the Court stated that the word 
“cents” is an expression of value which 
includes fractions or multiples of the unit 
of value as well as the unit itself. It hap- 
pens that there are many cities and coun- 
ties in California that have made levies 
in whole cents, in accordance with the 
literal interpretation of the word “‘cents” 
in the political code. As a result of the 
Court’s interpretation, refunds of the over- 
assessed portions of the taxes will be in 
order. 

The Court also determined that a failure 
to estimate and consider anticipated rev- 
enues from specific sources is sufficient to 
invalidate that portion of a levy. For 
example, if a levy is made upon real and 
secured personal property without con- 
sidering revenue to be obtained from un- 
secured personal property, securities, and 
solvent credits, or from fees, licenses and 
other special income, or from any one of 
these sources, it would appear that the 
levy is invalid to the extent of the excess 
levy caused by the improper removal of 
anticipated revenue from the final budget. 

In concluding these remarks, it may be 
well to give further emphasis to the human 
or personal difficulties involved in making 
changes in governmental accounts. In 
order to install a uniform accounting sys 
tem, it is essential that the legislative body 
and, at least, the major executives of the 
city be in sympathy with the project. In 
fact, they should evidence more than 
sympathy; they should have an earnest 
desire to see the installation carried to 
completion. Without cooperation in the 
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budgeting, purchasing, departmental re- 
porting, and even in the departmentaliz- 
ing of the city, it is difficult to install a 
system which is based upon the recom- 
mended principles. Unfortunately, gov- 
emmental employees are human, and 


therefore suggested changes in govern- 
mental accounting methods usually meet 
with evidences of the same human aver- 
sion to change which is encountered in 
revising the accounts of private enter- 
prises. 


AUDITING INSTRUCTION BY THE LABORATORY 
METHOD 


Tuomas W. ByRNES 


who for many years had recognized 

the need for the preparation required 
by accountancy students in the’ field of 
auditing, conceived the idea of the link 
between theory and practice as a business 
clinic where students might work among 
the records of actual transactions. During 
the summer of 1914, Professor Mont- 
gomery obtained for Columbia University 
a number of sets of used account books 
and these formed the basis for the course 
of study which has been given since the 
Spring of 1915. In the beginning, there 
were possibly 15 or 20 sets of books, all 
of them incomplete in some particular but 
possessing controlling data and sufficient 
sources of original entry to enable the stu- 
dent to make a fairly thorough audit. 
From time to time since, additional records 
have been obtained until at the present 
time there are approximately 100 work- 
able sets of books of greatly diversified 
activities. In the main, this material con- 
sists of books of account of defunct or 
bankrupt concerns inasmuch as going 
organizations, no matter of what age, are 
loath to part with their historical data. 
These records present many interesting 
and complicated problems and because of 
their character and variety offer a wide 
scope for analysis and investigation. Ques- 
tions and problems, to be solved only by 
an actual examination of the books and 
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other records, provide the basis of the 
student’s work. This gives him a practical 
working test under conditions which very 
closely correspond to those met in actual 
practice. 

Those of you who are interested in the 
auditing laboratory idea wonder, no doubt, 
how we obtain possession of the books on 
our shelves. It is not so difficult as one 
may imagine but the acquisition of these 
data does require a certain amount of 
persistent and systematic inquiry. My 
own experience indicates that letter writ- 
ing is of little avail; instead, frequent per- 
sonal calls on accounting firms, law firms, 
district attorneys, bankruptcy court judges 
and other government officials, and storage 
warehouses, will produce better and more 
immediate results. Strangely enough, the 
coéperation received from the larger and 
nationally known accounting firms cannot 
compare with the results I have obtained 
from the smaller and much less known 
though highly regarded accounting firms. 
It would certainly seem to me that all of 
the large firms of accountants have in their 
vaults books of concerns long since defunct 
but they seem unwilling to relinquish 
them, whereas the smaller firms have no 
hesitancy in clearing out their storage 
rooms when the purpose of the inquiry is 
explained to them. As an example, one of 
our esteemed but not nationally known 
firms in New York recently placed 18 sets 
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of records at our disposal, clearing their 
vaults of an accumulation of years. These 
records are always available to the con- 
tributors, and we keep a careful record of 
them and their ultimate disposition. With 
reference to the last named source, i.e., 
storage warehouses, such establishments 
are the temporary repositories of records 
released by the bankruptcy courts and it 
is possible at times to purchase very good 
sets of books from such sources for the 
amount which they would receive when 
this material is disposed of as waste paper. 
In our attempts to obtain unusual sets of 
records, our chief difficulty has been to 
gain access to the books of banks, insur- 
ance companies, gas and electric com- 
panies, steam, electric and street railways, 
and building and loan associations, and if 
any of those present are in a position to 
influence any such material in our direc- 
tion, I shall appreciate very much your 
coéperation and shall be very glad to de- 
fray any expense involved in sending them 
to the Auditing Laboratory of the School 
of Business at Columbia University. 

The first class enrolled in our Labora- 
tory in January 1915 consisted of ten 
students, most of whom were Certified 
Public Accountants to whom the labora- 
tory idea appealed because it furnished 
the means of gaining acquaintance with 
the transactions of enterprises other than 
those with which they were familiar. Our 
registration for the Auditing Laboratory 
course for the school year 1938-1939 num- 
bers 51 students, 23 of whom are enrolled 
for the day course and 28 for the evening 
section. While to the teacher offering a 
lecture course in auditing a class of this 
size may seem very modest, it should be 
borne in mind that in the auditing labora- 
tory this year we have during the day 
class 23 separate engagements in progress 
at one time, and at each evening session 
there are 28 separate engagements under 
audit in one room. It approaches some- 


what the idea of one person playing simul- 
taneous chess with a great many others, 
When a student enters our Auditing 
Laboratory course, he is given at the 
time of entrance a heavy manila envelope, 
15 inches by 10 inches, to which is attached 
a card which he is asked to fill out and 
hand to the instructor, in the meantime 
placing his name and class section in the 
upper right-hand corner of the envelope, 
The card provides for the student’s name 
and address, occupation if any, academic 
education, accounting training and actual 
business and accounting experience if any, 
This card enables the instructor to assign 
at the very beginning of the course work 
within the capabilities of the students. In 
the envelope mentioned, which the student 
receives, there are enclosed for the stu- 
dent’s immediate use two 11 column work- 
sheets with writing space to the left, a 
sheet of journal ruled paper for adjust- 
ments suggested by the student and a 
sheet of plain ruled paper for the student’s 
comments. Also two sheets of instructions, 
one outlining the amount of work required 
—in our case six hours each week—and 
advising the student of the manner in 
which additional assignments may be ob- 
tained, and also the procedure to be fol- 
lowed when a conference is desired with 
the instructor on the completion of each 
assignment; the other sheet of instructions 
suggests the use of uniform paper—obtain- 
able at the college book store—asks that 
no marks of any kind be placed in the 
laboratory books, requests the replace- 
ment of books in their proper positions on 
the shelves at the close of each laboratory 
period, prohibits smoking in the labora- 
tory, etc. Also, the students are shown 
how to caption each worksheet used, that 
is to say, with the name of the client, the 
inclusive dates of the audit period covered, 
the subject matter of each worksheet, 
and in the upper right-hand corner the 
name of the student. This instruction sheet 
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also contains directions as to the manner 
in which all workpapers should be filed in 
the manila envelope marked with the stu- 
dent’s name. A time report is also fur- 
nished to the student which provides for 
his name at the top, and below, the date, 
the hours spent each day, the total hours 
to date, the designation of the set upon 
which he worked and the services per- 
formed. This time report must be filled 
out each day the student works in the 
laboratory and is a cumulative record of 
the student’s activity in the course; also 
enclosed in the evelope for the student’s 
information is a slip which provides for 
obtaining additional assignments when de- 
sired by the student; at the first session of 
the class, the instructor explains the en- 
velope and all of the enclosures and with 
reference to this particular slip the stu- 
dents are told that when they are nearing 
the completion of an assignment they 
should write their names on one of these 
slips and clip it to the outside of the 
envelope so that the instructor may assign 
work continuously to keep everyone busy 
all of the time. The students also receive 
gratis a copy of the “Examination of 
Financial Statements,”’ a bulletin prepared 
by the American Institute of Accountants 
in January 1936. This pamphlet deals 
with the accountant’s examination of the 
balance sheet of a business enterprise at a 
specific date and of the profit and loss 
and surplus accounts for the period under 
review, and also with his review of the 
accounting procedure for the purpose of 
ascertaining the accounting principles fol- 
lowed and the adequacy of the system of 
internal check and control. 

No time is lost in putting the students 
to work. A set of books is assigned to each 
student at the first session of the class. In 
order to acquaint him with the prelim- 
inaries incidental to an audit each one is 
required to state in writing the name and 
address of the concern assigned to him, 
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the form of organization (single proprietor- 
ship, partnership, or corporation) the 
place of organization, the capital con- 
tributed, the nature of the business and 
how transacted, the names of the officers 
or owners, etc., etc.; a list of the books 
available for audit, and an additional 
schedule of other records necessary for a 
detailed audit for the period under review; 
also a tentative audit program for the 
particular engagement. A general ledger 
trial balance at the closing date is required, 
adjustments to be prepared if necessary 
and discussed with the instructor before 
proceeding with the completion of the 
worksheet and finally, a statement of 
assets and liabilities at the closing date 
with a related statement of profit and loss 
for the audited period, accompanied by 
such supporting schedules as the student 
believes necessary. In subsequent assign- 
ments the procedure is varied to stress the 
particular matters affecting each set of 
books but it has been found necessary to 
start most engagements by exacting a 
general ledger trial balance at a stated 
date in order to force students to study the 
content of the accounts. 

Each student is requested to place the 
time report and all work papers in the 
envelope at the close of each visit and 
deposit the envelope in a filing cabinet 
just inside the entrance door of the labora- 
tory where ready access may be had to it 
by the instructor and the student at any 
time. The student is asked to register for 
consultation with the instructor upon the 
completion of each assignment and his 
work is then reviewed critically and the 
audit procedure of each engagement dis- 
cussed. We cannot permit the students to 
check all of the postings in every set of 
books assigned to them, as if that were 
done the life of each set of records would 
indeed be short. Instead, the audit pro- 
cedure of each assignment is discussed in 
detail and the actual checking of postings, 
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footings, examination of vouchers, etc., 
limited to special assignments which will 
be discussed later. Although it may appear 
that the consultation periods provide the 
only personal contact between the stu- 
dents and the instructor this is not alto- 
gether true as the papers of the work in 
progress and the time consumed by the 
students on each engagement are con- 
stantly under review by the instructor 
pending consultations on completed work. 
All completed work is taken from the stu- 
dent and filed in a separate cabinet in the 
instructor’s office under the names of the 
individual students. The average student 
will complete 8 to 10 sets of records during 
each semester of 15 weeks. 

In addition to the work on the actual 
books, the course is planned to provide 
practical instruction in the work to which 
the junior accountant is assigned upon 
joining the staff of a practitioner. Alone or 
in conjunction with other members of the 
class, each student is required to balance 
an actual cashier’s fund which includes the 
items usually found when the auditor calls 
upon a cashier without notice. For this 
purpose, an actual cash box with bills, 
coins, undeposited checks, vouchers, sales 
tickets, unclaimed wages envelopes, etc., 
etc., is provided. Each student is obliged 
to settle also an actual bank account. 
Data for a considerable number of recon- 
cilements have been obtained; the student 
is given a photostat of an actual bank 
statement, the check books, the actual 
paid checks, and photostats of bank charge 
and credit slips, and in some cases the cash 
book; he is furnished also with a copy of 
the previous month’s reconcilement and is 
asked to prepare one as of the close of the 
month assigned to him; the number of 
checks to be examined in each instance 
varies from 200 to 500. Students are also 
required to perform other tasks, such as 
verifying vertical and cross footings, 
checking out the details of deposits, aging 


and commenting on the balances obtained 
in accounts receivable ledgers, extracting 
and commenting on the balances in the 
accounts payable ledgers, scheduling in all] 
necessary detail the notes payable, verify- 
ing sales and purchases and vouching 
journal entries in instances where the 
original documents are available, testing 
extensions and footings and comparing in- 
ventories of different periods to discover 
obsolescence, etc. They are also given a 
bundle of notes receivable and are asked 
to prepare schedules on their worksheets 
giving the customary data required on 
such schedules, such as dates of issue, the 
names of the makers, the maturity dates, 
the amounts of the notes, interest prepaid 
or accrued, etc. In this connection they 
are given a few transactions affecting the 
notes receivable account describing in de- 
tail the notes discounted and also memo- 
randa of some notes not entered on the 
books and they are asked to prepare ad- 
justing entries for these transactions. 
Also, they are given a batch of actual in- 
surance policies covering every phase of 
insurance carried by a large corporation 
and are required to prepare a schedule of 
these policies in great detail so that an 
accountant in charge looking over the 
schedule may determine whether or not 
the coverage on all kinds of risks is proper 
for each classification, and also that he 
may have available a check on the un- 
expired insurance or insurance premiums 
payable. We have also three large tin 
boxes of obsolete securities, one of stocks, 
one of bonds, and one of purchase war- 
rants, or rights as they are known on the 
Street, gathered from various sources, 
mainly from our friends in Stock Exchange 
houses. The students are obliged to check 
these against a book record in which in- 
tentional errors have been made to test 
the alertness and the powers of observa- 
tion of the students. This test not only 
familiarizes them with the handling of 
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securities, but also acquaints them with 
what constitutes a “good delivery.” 

We have also stockholders’ ledgers of a 
couple of large corporations and the stu- 
dents are obliged to take trial balances of 
these and compare the aggregate of the 
shares times the par value per share with 
the balances in the various capital stock 
accounts in the general ledgers. For 
smaller corporations, we have stock cer- 
tificate stubs, the open items of which are 
also drawn off by the students and com- 
pared with the related stock ledgers, etc. 
The students are obliged to prepare analy- 
ses of accounts, to check postings in 
records provided for this purpose, and 
also to compare vouchers with a purchase 
distribution record in at least one instance. 

In the ordinary assignment, a brief re- 
port on the statements presented is re- 
quired, and this report is discussed in con- 
ference with the instructors, who because 
of their constant participation in the prac- 
tice of public accountancy and contact 
with business affairs, are cognizant of 
current commercial and financial thought. 
These conferences are not confined to the 
mere checking of the mathematical ac- 
curacy and technical arrangement of the 
statements presented by the students but 
they lead also into discussions relating to 
the particular enterprise under audit and 
the possible causes of its failure. Some of 
the records on the shelves of the Auditing 
Laboratory provide very interesting ma- 
terial for study to discover fraud perpe- 
trated on the public, and in such instances, 
the advanced student, to whom such work 
is assigned, is told that he represents the 
District Attorney who desires him to sur- 
vey the situation quickly and to furnish a 
preliminary report. This is done to test 
the student’s ability to grasp the salient 
points of an investigation and also his 
knowledge of what constitute rightful and 
wrongful acts. 

Our cases of fraud which come readily 


to my mind involve in at least one instance 
a cashier’s peculations, in two other cases 
frauds perpetrated on the public in the 
sale of stock and interest bearing certifi- 
cates, and in another situation a fraud 
upon credit grantors through the issuance 
of a false statement of a company’s affairs. 
In the last named case all of the books 
used prior to the date of the statement, 
with the exception of one check book, were 
destroyed; the books in our possession 
begin at the date of the statements with 
the balances shown on the statement. 
Subsequent entries, however, prove with- 
out question the falsity of the statement 
submitted for credit purposes; the student 
is told merely that there is some doubt 
about its accuracy and he is set to work. 
Upon conclusion of his study he is obliged 
to prepare a report upon which the dis- 
trict attorney may proceed against the 
perpetrators of the fraud. 

Other problems taken from the actual 
experiences of practitioners are given for 
home study and solution. These deal not 
only with auditing practice but also indi- 
cate the unusual situations which public 
accountants are expected to meet. Many 
of these problems provide excellent prac- 
tice in report writing. System devising 
assignments also are given. To aid the 
students in this work a file is maintained 
in the Auditing Laboratory containing 
(1) complete sets of forms for specific kinds 
of business enterprises and (2) forms ar- 
ranged by functions—such as for cash 
receipts and disbursements, voucher regis- 
ters, income registers, inventory blanks, 
payroll records, etc., etc. In this connec- 
tion students are encouraged, in their 
examination of the accounting records in 
the Laboratory, to criticize the systems 
employed and to make suggestions for the 
simplification and improvement of them. 

In order to acquaint the students with 
the financial notices issued by corpora- 
tions a file of such is available. Also copies 
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of actual audit reports and certificates, re- 
typed to disguise the identities of clients 
and auditors, are on file. 

Ofttimes students wish to compare prac- 
tice with theory and this is true particu- 
larly with reference to some moot point, 
such, for example, as the treatment of 
treasury stock in the balance sheet. For 
this purpose the published annual certified 
reports of most of the large corporations 
are obtained and made available for the 
use of inquiring students. 

Only advanced students of accounting 
are eligible for the course. The method of 
instruction is almost entirely individual. 
Upon completion of each assignment, the 
student discusses his results and conclu- 
sions in conference with an instructor. 
Because of the character of the work and 
the way in which it must, therefore, be 
fitted to the requirements of each student, 
registration is limited. 

The course is considered to be particu- 
larly advantageous to teachers of account- 
ancy and to students who have had only 
a limited opportunity to examine books 
actually used by various classes of enter- 
prises. It has been found also to be of 
value to accountants’ assistants whose 
duties have been restricted to routine 
matters rather than to the more important 
phases of the auditor’s work. 

Students desiring degree credit are re- 
quired to spend in the Auditing Labora- 


tory six hours weekly during the two 
semesters of fifteen weeks each. An official 
class period of two hours is held on one 
day of each week and the instructors are 
available for consultation and new assign- 
ments practically every school day. 

All through the work done by the stu- 
dent, the preparation and care of his work 
papers are carefully watched and criti- 
cized; the preparation of audit programs 
and the proper filing of work papers in the 
permanent and current files for the differ- 
ent engagements are also stressed. The 
Auditing Laboratory contains labor saving 
devices, such as adding and other com- 
puting machines, slide rule, etc., etc., in 
the legitimate use of which the student is 
urged to become adept. 

In the matter of report writing, the stu- 
dent is encouraged to develop creative 
imagination as well as his vocabulary by 
extensive reading of the classics, poetry 
and prose, in order that his reports may 
not become the customary stereotyped 
descriptions of audit procedures encoun- 
tered so often. He is told to make his 
report interesting and valuable to the 
client. 

In closing, I should like to invite those 
interested to visit the Auditing Labora- 
tory at Columbia University at any time 
they are in New York. I can assure them 
I shall be very happy to show them in 
detail everything we are doing there. 


CAPITAL AND SURPLUS IN THE CORPORATE 
BALANCE SHEET 


James L. 


writing and discussion as to the na- 
ture of the corporate balance sheet. 
As a result, I think I may say, substantial 
progress has been made in balance sheet 
practice. There is still a good deal of con- 


T= past decade has witnessed much 


fusion, however, due largely to the lack 
of uniformity and definition in balance 
sheet terminology and to the use of narrow 
or “specialized” methods of approach in 
our efforts to solve the problem. This is 
particularly true of the third, or what I 
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shall for the moment designate as the “‘net 
asset”’ section of the corporate balance 
sheet. Here the reader encounters a wide 
variety of inadequately defined and mis- 
descriptive terms such as net worth, capi- 
tal, surplus, undivided profits, undis- 
tributed earnings, proprietorship, equities, 
investment, reserves, invested capital, lia- 
bilities, appropriations, paid-in or donated 
surplus, revaluation surplus, etc., to say 
nothing of those time-honored atrocities, 
“debits and credits to surplus.” In addi- 
tion, the thoughtful reader is frequently 
confused by an apparent conflict of eco- 
nomic, legal, and accounting considera- 
tions. Further progress is therefore de- 
pendent upon a greater accuracy in the 
use of terms and the adoption of a broad 
or general point of view. 

If our ideas in this connection are to be 
clarified and our practice made more 
effective, we must agree as to the starting 
point. While it may seem to be almost 
fantastic, it appears that we can get 
different results depending upon whether 
we start with a balance sheet in the 
“account”’ as compared with the “state- 
ment” form.’ The point is well illustrated 
in a very able article by Professor Little- 
ton in the AccounTING REviEw of De- 
cember, 1932. While Professor Littleton 
reaches his conclusions as to the presenta- 
tion and description of corporate “capital 
and surplus” on the basis of the “two- 
sided” character of the balance sheet, he 
recognizes that the so-called right hand 
side is merely a regrouping of the economic 
capital which is itemized on the left hand 
side. 

I have long been suspicious as to the 
influence of the double entry method on 
the reasoning of accountants. I am afraid 
that the quality of their logic has on occa- 
sion been impaired by their passion for 


= 1 Witness the struggle of an economist with the 
accounting equation.” John B. Canning, The Eco- 
nomics of Accountancy, pp. 50-56. 


balance. In no other way, for instance, can 
I explain the showing of a loss as an asset. 
I prefer, therefore, to start with the cor- 
porate balance sheet in statement form, 
i.e., a showing based on the formula of 
assets minus liabilities as representing net 
assets. To me the balance sheet is not (to 
use a phrase of Professor Littleton) “two- 
sided” like a coin; it is “three-layered” 
like a cake. The first “layer” shows the 
gross economic capital, i.e., itemized in- 
dividual assets and their total; the second 
shows itemized and individual liabilities 
and their total; the third must of necessity 
represent net assets, i.e., the met economic 
capital of the enterprise. The net assets 
are, of course, not itemized as such but 
are shown as a “collective,” i.e., it is not 
possible to identify any portion of the 
aggregate as representing a particular 
asset such as cash, accounts receivable, 
plant, etc. 

Starting then with the proposition that 
the third subdivision of the balance sheet 
reflects the net assets collectively, the 
question is how that aggregate of economic 
capital may or should be divided. That, 
I take it, is the problem involved in the 
topic ‘Capital and Surplus in the Cor- 
porate Balance Sheet.” In considering the 
possibilities along this line, I think it ad- 
visable in the first instance to refrain en- 
tirely from the use of the customary ac- 
counting terms. If we can agree as to the 
classifications of the indicated net eco- 
nomic capital, the terminology question 
may then be dealt with. 

I submit that the subdivision of net eco- 
nomic capital is to be made on the basis 
of origins, restrictions on withdrawal, and 
administrative control. 


AS TO ORIGINS 


The fact of outstanding importance in 
connection with the net economic capital 
is that of its origins, i.e., whether con- 
tributed by way of an investment of capi- 
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tal in the enterprise or whether “earned” 
or “accumulated” or resulting from the 
profitable conduct of business. This con- 
clusion is inescapable whether the matter 
be approached by an economist, a lawyer 
or an accountant. From the standpoint of 
economics, the distinction as to origins is 
the distinction between “capital” and 
“income”’ and is obviously of major sig- 
nificance. From the legal point of view, 
the statement of capital resulting from 
earnings is a representation as to the 
profitability of the business enterprise, and 
the financial statement must show cor- 
rectly the extent to which the present eco- 
nomic capital of the enterprise has been 
built up through the profitable conduct of 
business.? From the accounting stand- 
point, the distinction is of overwhelming 
importance as a matter of business ad- 
ministration and of information to stock- 
holders and others interested. 

Starting with this basic proposition, 
two important points may be made. The 
account or accounts showing the net eco- 
nomic capital resulting from earnings dur- 
ing the life of the enterprise must be accu- 
rately maintained and no “juggling” or 
distortion may be permitted. Mr. Howard 
C. Greer has shown vividly the possibili- 
ties of variation in the income statement 
under current accounting practice and the 
manner in which some of these practices 
fail to preserve the integrity of the un- 
distributed profits account.* Secondly, as 
a matter of law, a corporate distribution 
made without characterization as to its 
source is a representation that the pay- 
ment is a distribution of profits.‘ Every 
distribution, other than of profits, should 


2 See In the Matter of General Income Shares, Inc., 
1S. E. C. 110, for an early indication, by the Securities 
and Exchange Commission, of the importance of show- 
ing correctly the “earned surplus” of the enterprise. 

3 See Proceedings of the First Institute of Accounting, 
Ohio State University Publications No. 3, pp. 133-154. 

4 See Ottinger v. Bennett, 144 A. D. 525; 203 N. Y. 
554; Lockhart v. Van Alstyne, 31 Mich. 76; Hill v. 
International Products Co., 129 Misc. 25. 


therefore be accompanied by a statement 
as to origins, and it is possible that we 
should require some sort of governmental 
consent before such a distribution be 
made. 

In the matter of origins there is possibly 
a third category in the form of “revalua- 
tion surplus.” Here again I find myself in 
a suspicious mood. I question whether the 
device of revaluation is worth, in a few 
cases, what it costs in the way of mis- 
leading statements in a majority of cases, 
Certainly no economic capital is created 
by the mere changing of the price tag. In 
any event, this item should be shown by 
itself and as a separate category. 


AS TO RESTRICTIONS ON WITHDRAWAL 


The next point in order of: importance 
is that of withdrawability. In return for 
the privilege of doing business with limited 
liability we require a permanent dedica- 
tion of a portion of the corporation’s net 
economic capital. While this may be, and 
generally is, viewed as a “legalistic” con- 
sideration, I submit that it is equally a 
matter of sound economics and sound 
business administration. If the corporate 
form of business enterprise is to function 
satisfactorily, some such restriction there 
must be. As a matter of fact, my criticism 
of the present situation is that the restric- 
tion is not as effective as it should be, and 
the only criticism I have of the New York 
Statute making it a misdemeanor to vio- 
late the restriction is that the statute is 
not enforced. Whatever the restrictions 
are, they should be adequately portrayed; 
in this connection I disagree with the im- 
plications of the ‘Tentative Statement of 
Accounting Principles.’ 

The foregoing classifications based on 
origin and restriction may, at first glance, 
seem to be in conflict because of the fact 


* See Reprint, page 16. “It is not necessary, how- 
ever, to adopt in accounting practice the expedients 
permitted under any given law.” 
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that capital resulting from earnings may, 


under some laws, become restricted as to 
withdrawal. They can, however, be com- 
bined as is suggested by Professor William 
A. Paton in the Journal of Accountancy 
for April, 1938.6 The result would be a 
basic classification as follows: 


1. Contributed Capital 
A. Restricted as to withdrawal 
B. Not so restricted 

2. Accumulated Capital 
A. Restricted as to withdrawal 
B. Not so restricted 


This classification might be simplified 
by either one of two changes in the law of 
corporations. We could provide that all 
contributed capital be restricted, in which 
case item 1B would not appear. As an 
alternative, we might provide that in- 
creases in restricted capital be made first 
from item 1B so that item 2A would not 
appear until item 1B had been completely 
transferred to item 1A. 


AS TO ADMINISTRATIVE CONTROL 


The control of the corporation is vested 
generally in its directors. The investment 
and employment of corporate capital is, 
subject to the charter and by-laws, within 
their discretion, and if the conduct of 
business results in an increase in economic 
capital, theirs is the decision, subject to 
the rule of restriction as to withdrawal, as 
to whether such capital shall be dis- 
tributed or whether it shall be appro- 
priated to the furtherance of the enter- 
prise. To what extent can the portrayal of 
net economic capital reflect the exercise, 
in times past, of their discretion? 

This is obviously more difficult, and 
since there is no identity between the 
collective net economic capital and spe- 
cific assets, some assumption must be 
made. Logically, it would seem to me, we 
should associate with contributed and re- 


*See pp. 285-289. 


stricted capital the more permanent type 
of investment, i.e., land, building, ma- 
chinery and equipment, etc.’ Let us as- 
sume, then, that the first three of the 
above categories (1A, 1B and 2A) are so 
invested, and from that point classify the 
unrestricted accumulated capital in ac- 
cordance with the facts. In a majority of 
cases the results would be somewhat as 
shown in the “Third Stage’’ on the accom- 
panying illustration. 


ANALYSIS OF THE NET ECONOMIC 
CAPITAL OF A CORPORATION 


First Stage 
The net economic capital of this cor- 
poration was derived from the following 
sources: 
1—Contributed by way of investment 
(for shares or otherwise) 
2—Accumulated during the lifetime of 
the corporation (less any distribu- 
tion thereof) 


Second Stage 


1—Contributed Capital as above: 


A. Restricted by law as to with- 
drawal or return to the stock- 
holders 

B. Not so restricted 


2—Accumulated Capital as above: 


A. Restricted by law as to with- 
drawal or return to the stock- 
holders 

B. Not so restricted 


Third Stage 


1—Contributed Capital as above: 


A. Restricted by law as to with- 
drawal or return to the stock- 
holders 

B. Not so restricted 


7The assumption would vary, of course, if the 
history of the enterprise indicated that the suggested 
assumption was not in accord with that history. 
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2—Accumulated Capital as above: 

A. Restricted by law as to with- 
drawal or return to the stock- 
holders 

(All of the foregoing three items are in- 
vested in fixed assets.) 

B. Not so restricted: 

(a) Appropriated by the directors for 
the following purposes (itemized) fixed as- 
sets, working capital, debt retirement, 
contingencies, etc. 

(b) Unappropriated and available for 
expansion, dividends, etc. 


If the net fixed assets are less than the 
total of items 1A, 1B and 2A, the differ- 
ence may for instance be working capital 
and may be so indicated; if the net fixed 
assets are more than the total of these 
three items, the excess is an appropriation 
of item 2B. 


CONCLUSION 


Having established a classification of 
the net economic capital in the third sec- 
tion of the balance sheet, two important 
questions remain. How shall the various 
sections be designated? As to this question 
I suggest a complete reexamination of the 
situation as to terminology; the possible 


abandonment of such terms as capital, 
capital stock and surplus; and the adop. 
tion of terminology which will better de. 
scribe the facts of the situation. Secondly, 
having established a classification along 
the lines indicated, the question arises as 
to the extent to which the directors should 
be permitted to indicate, in the case of 
dividends, purchases of the company’s 
own stock, write-downs, write-ups, items 
relating to prior years, etc., which classifi- 
cation is to bear the charge or receive the 
credit.’ In this connection it is obvious 
that the utmost caution should be exer- 
cised. One rule must be adopted. Whatever 
the charge or credit be, it must be so 
handled as to preserve the integrity of the 
account reflecting accumulated as dis- 
tinguished from contributed capital. Per- 
haps we should also adopt the tax rule on 
dividends to the effect that all such dis- 
tributions be regarded as having been 
made from the most recently acquired 
accumulated capital. Beyond this there 
are numerous problems, a discussion of 
which would unduly prolong this paper. 


8 See W. A. Hosmer, “The Effect of Direct Charges 
to Surplus on the Measurement of Income,” TE 
AccounTINnG REview, March, 1938. 


THE ECONOMIC SIGNIFICANCE OF RECENT 
PRICE LEGISLATION 


C. E. GRIFFIN 


HE price legislation referred to in 

this paper includes the Robinson- 
Patman Act, the various state re- 
sale-price-maintenance laws together with 
the Miller-Tydings amendment, and the 
minimum-price laws. These laws have 
different specific objectives, but they have 
enough in common to indicate they are 
only special manifestations of a general 
movement. Some of the features which 


these laws have in common will be sug- 
gested. 

Ostensibly, these laws are aimed at 
different alleged evils. The Robinson- 
Patman Act purports to prevent un- 
warranted price favoritism in the purchase 
of goods by retailers and other merchants. 
The state resale-price-maintenance laws 
give to a manufacturer the legal right to 
specify the price at which his branded 
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goods will be resold, and the Miller- 
Tydings amendment is an attempt on the 
part of the national government to give 
effect to the purpose of the state laws. 
The laws against selling below cost are 
aimed at preventing some retailers from 
injuring others by an uneconomical retail- 
price policy. The laws thus impinge upon 
prices in apparently different ways: the 
first deals with relative prices paid by re- 
tailers, the second with prices relative and 
absolute charged by retailers for identical 
branded goods, and the third group with 
prices charged by retailers on any and all 
goods relative to the costs of those goods. 

Let us consider these laws individually 
alittle further. The Robinson-Patman Act 
represents an extension of the rule against 
discrimination on the part of a seller be- 
tween buyers. As a general principle, the 
undesirability of arbitrary discrimination 
has been long recognized. As to public 
utilities, this attitude has long existed even 
in the common law and, more specifically, 
in statute such as the Interstate Com- 
merce Act. And as to other businesses, it 
was prohibited in the Clayton Act. 
Furthermore, it is fair to say that business- 
men themselves recognized that discrimi- 
nation, in the absence of some specially 
justifying circumstances, was questionable 
on ethical grounds. Competitive forces 
might make it necessary, but there was an 
apologetic attitude toward it very much 
as there is an apologetic attitude toward 
the practice of reciprocity even on the 
part of many business men who practice 
it. In a sense, therefore, the Robinson- 
Patman Act was merely giving more 
practical effect to a principle which was 
approved by the common sense of the 
business community as well as approved 
by legislation. 

The price-maintenance laws also appar- 
ently put into effect a principle that has 
long had considerable support in this 
country. That principle is that a manu- 


facturer who has attached his name or 
brand to an article of his production 
should be permitted to specify at the time 
of sale the conditions under which it could 
be resold. This principle did not have as 
wide an acceptance as did the principle of 
a similar price to all which underlies the 
Robinson-Patman Act. Indeed, there was 
wide acceptance of an opposing principle 
to the general effect that when a retailer 
had bought and paid for goods, he should 
be permitted complete control over them 
to the extent of throwing them in the 
river, giving them away, or selling them 
for any price he could get. And this oppos- 
ing principle prevailed whenever legisla- 
tion was proposed authorizing manufac- 
turers’ control of resale-price maintenance. 
Nevertheless, there was a respectable mi- 
nority favoring such laws, and the idea 
had considerable vitality and survival val- 
ue. In short, there was nothing new in the 
principle of manufacturers’ control of re- 
sale prices and no shocking violation of 
accepted principles in legalizing it. 

The prohibition against selling below 
cost can also be rested upon a principle 
that enjoys widespread acceptance. It 
seems clear to many people that the selling 
of goods below cost is uneconomical and 
must be prompted either by the seller’s ig- 
norance of his costs or by a pernicious mo- 
tive of damaging competitors. So it could 
be argued that a prohibition against this 
practice was warranted for the protection 
of the seller himself. Certainly, no great 
harm could come from insisting that busi- 
nessmen follow sound business principles. 

But in the characterizations of these 
three types of laws, I have of course been 
talking about good reasons rather than 
real reasons. In considering any kind of 
proposed legislation, the distinction be- 
tween good reasons and real reasons is all 
important. The good reasons represent the 
rationalizing of the real reasons. 

If we want to discover the real signifi- 
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cance of these laws, I believe we must be 
more concerned with the identity of the 
sponsors, their motives, and the state of 
mind of the public and the legislators who 
approved them than with the defenses 
that can be offered for them. When we find 
these things, we will have found the real 
reasons for the laws. 

When we seek the sponsorship of these 
laws, we find interestingly enough that 
substantially the same group of people 
sponsored all three types of legislation. 
These groups are the small, independent re- 
tailers and the wholesalers who serve those 
retailers. Moreover, they are primarily the 
independent retailers and wholesalers in 
those lines of trade in which the chain 
stores have made substantial progress. 
Thus, we have one very important com- 
mon factor present in the passage of three 
types of laws which superficially appear to 
have little connection. And it is significant 
that substantially the same groups of 
sponsors and the same group of legislative 
spokesmen are sponsoring the Federal anti- 
chain store bill. 

The recent sponsorship of at least one 
class of these laws has shown an interest- 
ing change. I refer to the resale-price-main- 
tenance laws which in previous proposals 
have been sponsored by certain manufac- 
turers of branded products who asked the 
power to control resale prices. But in the 
passage of forty-three state laws in the 
short period of four years, the real impetus 
has come from retailers. The manufactur- 
ers, insofar as they have appeared as spon- 
sors, have often been the unwilling, or at 
least the lukewarm, tools of the retailers. 
Individual cases are well known in which 
manufacturers have been opposed to such 
legislation but by a threatened boycott of 
the retailers have been forced to ask for it 
and to use their newly gained powers to 
control resale prices and even to defend 
these powers in the courts. Here truly the 
voice is the voice of Jacob, but the hands 


are the hands of Esau. The retailers who 
insist that the manufacturers have this 
power also insist that they use it to main- 
tain prices satisfactory to them. Thus, the 
protection which the manufacturer was as- 
sumed to gain for the prestige of his prod- 
uct and for his channels of distribution 
becomes a protection for regular retailers 
against those who would for one reason or 
another like to reduce prices. And one of 
these reasons (though admittedly not the 
only one) may be that some retailers have 
been able to reduce costs of retailing and 
would like to reap the benefit of that ad- 
vantage by attracting more business. 
Likewise, in the laws prohibiting sales 
below costs, things are not what they seem 
for these laws are ostensibly designed to 
prevent any retailer from selling below his 
individual costs. Actually, however, since 
it is very difficult to demonstrate actual 
costs of selling individual items of goods, 
various standard measures are set up. For 
example, the cost will be assumed to be at 
least ten per cent above the invoice cost. 
Or again, the average cost as determined 
by a recognized survey will be accepted as 
prima facie evidence of individual costs. 
Now when you accept average cost or 
some arbitrary cost figure in lieu of the 
actual individual cost, you have price fix- 
ing, or at least retail-margin fixing. The ef- 
fect is that an efficient retailer cannot re- 
duce prices to consumers below the level 
required by his less efficient competitors. 
In other words, under the actual operation 
of the laws, the effect would seem to be to 
protect some traders in their established 
ways of doing things against the impact of 
other dealers who have found better, or at 
least different, ways of doing them. Put in 
these general terms, we unmask a law os 
tensibly designed to encourage sound busi- 
ness methods, and find it is our old friend 
protection: protection of the established 
group against invaders of the field, pro- 
tection of the old ways against the new. 
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Now, let us see how these laws tie to- 
gether. If independent retailers are feeling 
the competition of some of their number or 
of chains in the sale of a certain product, 
there are several lines of attack: (1) coerce 
the manufacturer under the resale-price- 
maintenance laws into setting a resale 
price satisfactory to the majority of re- 
tailers, (2) prevent the giving of lower 
prices to larger buyers under the Clayton 
Law as amended by the Robinson-Patman 
Act, and (3) prevent the lowering of retail 
margins under the sales-below-cost laws. 
Finally, if none of these work (and they 
are fraught with practical and legal diffi- 
culties), come out into the open and seek a 
death penalty law for your most serious 
competitors. Apparently, we have come to 
this stage, for a bill which will probably be 
listed as H.R. No. 1 in the coming Con- 
gress is frankly called the Anti-Chain 
Store law. 

What is the significance of this legisla- 
tive attack upon the chain-store method of 
distribution? From one point of view this 
question can only be answered by deter- 
mining the relative costs of marketing 
through chains and through alternative 
channels. Any precise measurement of 
these relative costs is impossible, for a 
number of reasons. One is that the type of 
service rendered by the different methods 
of retailing differs, and hence we have no 
very satisfactory common basis for com- 
parison. Furthermore, we all recognize 
that generalization is dangerous on this 
point, for on the score of efficiency, there 
are chains and chains and independents 
and independents. However, the detailed 
studies that have been made by several in- 
dependent investigators seem to indicate 
that chain store prices are somewhat below 
the prices of independents, and this seems 
to be tacitly admitted by the opponents of 
chain stores in the very legislation which 
we have been considering. For this legisla- 
tion obviously aims at the maintaining of 


prices or raising of prices above existing 
levels, tactics which would have little 
point if the chains were not offering price 
advantages. A further conclusion seems to 
be justified by these studies and by com- 
mon observation: that the effect of chain- 
store competition has been to raise the 
level of retailing efficiency. This result is 
apparently attained by two methods (1) 
by eliminating from the field the least effi- 
cient of the independents and (2) by the 
demonstration which the chains have giv- 
en to all retailers of certain improved 
method of retailing. 

There is, however, a broader basis for 
our conclusion as to the effect of this kind 
of legislation upon marketing costs. That 
is, that in our kind of society, there is no 
sure way of determining the relative effec- 
tiveness of different business methods oth- 
er than by trying them out in the market 
place. That is particularly true in retailing 
where effectiveness involves such impon- 
derables as convenience to consumers and 
the adjustment of services to consumers’ 
desires. While in the field of production a 
manufacturer may use laboratory tests 
and proving grounds, in the field of mar- 
keting there is no completely and finally 
satisfactory proving ground short of the 
market itself. The market constitutes the 
scales upon which all new methods are 
weighed, and there should be no laying of 
hands upon the scales nor even a heavy 
thumb. But it might be suggested by the 
proponent of such legislation as we are 
considering that this analogy can be car- 
ried further to the effect that it may be nec- 
essary to have government standards and 
regulation to make sure that the scales 
themselves are honest and true. To this, I 
heartily agree. Government inspection of 
the scales should aim not at favoring one 
party to a transaction or another, but 
should see to it that the scales tell the 
truth. Likewise, in the regulation of mar- 
keting, it is proper that the government 
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should attempt to prevent unfair practices 
which are comparable to rigging the scales. 
But the fact that some of these measures 
are given the attractive label of “fair-trade 
laws’’ does not convince me that their pur- 
pose is really to insure a fair field open to 
all. I remember with admiration the little 
boy who, when a similarly tactful device 
was employed by his parents, stoutly in- 
sisted, “‘J say it is spinach.” 

Costs of marketing are high. They are 
high relative to costs of production. While 
production costs of the past seventy-five 
years have been reduced, little if any 
progress has, by and large, been made in 
reducing the costs of getting goods from 
producers to consumers. Students of mar- 
keting are well aware of a number of ex- 
tenuating circumstances that can be offered 
as excuses for this fact. But the fact re- 
mains that the costs of marketing are to a 
considerable extent robbing us of the ad- 
vantages gained on the side of production. 
We need more experimentation in this field, 
not less, and when a new method that of- 
fers any promise of success appears on the 
scene, be it chain stores, mail order houses, 
supermarkets, codperative marketing, or 
any other, it should be welcomed and giv- 
en a fair chance to prove itself without 
favor or handicap. 

In spite of my harsh words, I believe 
that no particular odium should attach to 
the retailers sponsoring these laws. They 
are doing in their way what some manu- 
facturers have done by the protective tar- 
iff, what others did under the NRA, what 
workers are doing through their unions, 
and, at times, I suspect, what professional 
people are doing in raising the bars against 
admission to their fields. The significance 
lies not in the fact that some special groups 
in the economic system are bent upon sav- 
ing their own hides. Rather, I believe that 
these groups have finally found the way 
to use the democratic machinery of gov- 
ernment to attain these ends, 


The possibilities of gaining protection 
for established groups are very great under 
a democratic system of government. This 
potential weakness of democratic govem- 
ment was recognized in the middle of the 
last century by Lord Macauley. He pre- 
dicted that our form of government could 
not succeed because it gave too great an 
opportunity for the great middle class of 
undistinguished mediocrity to protect it- 
self against the disturbance of change 
wrought by the more adventurous leaders. 
According to his view, it was inevitable 
that those in established positions would 
use their political power to preserve them- 
selves in those positions and thereby prog- 
ress would be hopelessly checked. A num- 
ber of patriotic speakers have mentioned 
Macauley’s prophecy only to point to the 
progress we have made and to show that 
Macauley was mistaken. It is a sobering 
thought, however, that he may have been 
wrong in his timing, but not in the real 
dangers to a democracy. 

This fundamental danger to a democ- 
racy is not of course to be established by 
these laws alone, for their probable prac- 
tical effects can very easily be exaggerated. 
The significance of these laws lies not so 
much in their own effects as in the fact 
that they are merely special manifesta- 
tions in this field of retailing of a move- 
ment and an attitude of mind which has 
become very general in recent years. I re- 
fer to the increasing desire to protect exist- 
ing institutions and the ways of doing 
things against the competition of new in- 
stitutions and new ways. 

The period of the past one hundred fifty 
years has been a period of rapid change. 
The inventors and innovators have had 
their day to a greater degree probably 
than in any similar period in history. And 
during this time, a new world of tremen- 
dously increased productive powers has 
been created. But a period of progress such 
as this carries with it the seeds of its own 
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destruction. For progress and change are 
costly. For one thing, they involve a high 
rate of obsolescence of physical equip- 
ment, and this cost is particularly burden- 
sme to a highly capitalistic society. 
Again, change involves the violation of 
vested rights and interests, and these vest- 
ed rights and interests are soon asserted by 
the innovators themselves or by their chil- 
dren. Thus, an individual starts with an 
idea. He successfully prosecutes it to the 
discomfort of those who are established. 
But in the course of time he (or possibly 
his children) gets a stake in the commu- 
nity, and the new method becomes the es- 
tablished method. At this stage, he (or his 
children) changes his role from one of ad- 
venturous individualism to that of a de- 
fender of the old ways. Ultimately, the 
forces of conservatism thus generated be- 
come strong enough to place an effective 
check upon change, and the period of prog- 
ress comes to an end. Thus were the force 
of individualism and progress stifled in 
France under Colbert. But Colbert in his 
minute regulation of French industry was 
merely reflecting what many French man- 
ufacturers wanted; that is, protection for 
themselves in their way of doing things as 
against the innovators who had new and 
perhaps better ways. The history of many 
countries and periods show that it is pos- 
sible for an established group of class of 
people to use an autocratic government to 
place handicaps upon those who are threat- 
ening their positions. But it is also possible 
to do the same thing in a democracy, 
through the power of well organized and 
interested minorities. It is unnecessary to 
argue this proposition to anyone who has 
observed the political scene in the past 
decade. 

These forces of conservatism are 
strengthened in a time of depression. Be- 
ing unable to understand the whole 
pathology of a depression, we center our 
attention upon the plight of individual 


groups. And the most obvious remedy for 
the ills of any group is to defend that 
group against competition and aid it in re- 
stricting the supply of goods or services 
which its members uncontrolled would 
produce. This solution which seems so ob- 
viously appropriate when applied to farm- 
ers, or to laborers, or to retailers, sepa- 
rately, spells economic suicide, or at least 
stagnation when applied to all of them. As 
Mr. Walter Lippman has so well pointed 
out, we have come dangerously close to a 
policy of special privileges for all. 

And so a political policy or drift, which 
is described by its defenders as progressive 
and liberal and by its enemies as radical, is 
to my mind essentially conservative. It is 
conservative in the real sense of the term 
in that it is aimed at conserving what we 
have, rather than risking what we have for 
something better. The restrictions upon 
production, the standardization of wages, 
the limitations of hours, the resale-price- 
maintenance and minimum-price laws, 
and the antichain-store legislation are all 
alike in that they are aimed at conserving 
and protecting either groups or the whole 
society against the disturbing effects of 
change. It is a comfortable policy; it may 
be a sane policy; it may even be an inevita- 
ble policy; but not a progressive policy. 

The broader significance, then, of recent 
price laws is that they are antichain-store 
and antiprice-cutting laws. As such, they 
are designed to protect the general run of 
independent merchants from the competi- 
tion of those who threaten the existing 
order. They represent in the retail field the 
growing forces of conservatism which are 
appearing in many other fields. If the peo- 
ple of the country and our legislators in 
particular do not develop a willingness and 
an ability to see such measures in terms of 
the general welfare, rather than consider- 
ing them separately group by group, there 
is serious danger that the system of free 
enterprise will be still further impaired. 
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Time and the occasion do not permit an 
analysis of the political and social results 
of such impairment of our economic sys- 
tem as seems to lie at the end of this road. 
I cannot refrain, finally, however, from 
throwing out in a tentative way the propo- 
sition that where a system of free enter- 


prise is impossible, a system of political 
democracy is also impossible. The rea] 
significance of recent price legislation lies, 
I believe, in such fundamental questions 
as this as well as in the practical effect 
which such legislation will have upon a 
special sector of our economic life. 


PRESENT AND FUTURE OF GOVERNMENTAL 
ACCOUNTING 


Cart H. CHATTERS 


URING the past twenty-five years 
D governmental accounting has pro- 
gressed. The most notable advances 
during this period have been made in local 
government accounting and lesser but no- 
ticeable improvements in state account- 
ing. The Federal government’s accounting 
for general funds has reached a standstill 
because the Comptroller-General’s office 
has been more interested in rejecting mi- 
nor expenditures than in setting up a 
modern and complete accounting plan for 
the entire Federal establishment. Local 
governments have improved their general 
accounting, budgetary accounting, and 
utility accounting and have just begun to 
enter the field of cost accounting. Then, 
too, state control and supervision of local 
accounting and finance has become more 
common. Some of this control has been 
helpful and has raised standards. At other 
times, control by the state has been re- 
strictive and has prevented evolutionary 
improvement from taking place often be- 
cause state examiners wish to preserve a 
simple system of accounting with which 
they are familiar and can easily follow. 
The rapid development of governmental 
accounting awaited the establishment of 
recognized standards. These were first 
propounded about 1900 by a special com- 
mittee formed by the National Municipal 


League. New standards were again set 
forth about 1910 through the efforts of the 
New York Bureau of Municipal Research. 
Standards, principles, and recognized pro- 
cedures have now been developed on a 
much broader scale through the work of 
the National Committee on Municipal 
Accounting, the Municipal Finance Off- 
cers’ Association, the American Institute 
of Accountants, the American Accounting 
Association, and other allied groups. Ex- 
tensive literature describing the standards 
is discussed later. 

At present the general accounting pro- 
cedure of the Federal government is ut- 
terly inadequate to present factual infor- 
mation about assets and liabilities. Neither 
does it provide the basis for current re- 
ports usable for administrative purposes. 
However, a recent order of the Secretary 
of the Treasury indicates that he is study- 
ing the feasibility of establishing a system 
of general-ledger accounts which will re- 
flect all financial transactions and form the 
basis for financial reporting. It is believed 
that the departments and agencies of the 
Federal establishment will be unsympathet- 
ic to any centralized control and will re- 
sist change. But these deficiencies in the 
Federal government’s general accounting 
should not obscure one excellent piece of 
work now being done. 
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The Commissioner of Accounts and De- 
posits in the United States Treasury De- 
partment, by executive order, is charged 
with the responsibility of accounting for 
disbursements under the Emergency Re- 
lief Appropriation Acts of 1935, 1936, and 
1937. From April 8, 1935, to June 30, 1938, 
$8,286,315,827.19 had been disbursed un- 
der these authorizations. In my opinion 
the accounting for these disbursements is 
the outstanding accounting job, either 
public or private, being done in the 
United States. Not only is the information 
complete, but it is also published while 
current. The disbursements, allotments, 
commitments and obligations are classi- 
fied and reclassified in every possible man- 
ner. The report of these expenditures is 
one of the most useful and enlightening 
public documents we have available.’ It 
deserves careful study. 

The modernization of accounting in 
state governments has been “spotty.” It 
has usually accompanied general state ad- 
ministrative reorganization. Extensive im- 
provements have been made in Massa- 
chusetts, Virginia, Maine, Tennessee, and 
New Hampshire. More recently Kentucky 
and Michigan have reorganized their ac- 
counting and financial procedures. Both 
are described in detail in the manuals pre- 
pared by the Public Administration Serv- 
ice? The budget document prepared by 
the Director of Finance in the state of 
California is an outstanding accomplish- 
ment and worthy of perusal by all persons 
interested broadly in the subject of budg- 
eting or budgetary accounting. Expan- 
sion of state government accounting work 
has been so rapid that it may be more 


? Report Showing the Financial Status of Funds and 
Analyses of Expenditures, The Emergency Relief 
Appropriation Acts of 1935, 1936 and 1937, As of June 
30, 1938, U. S. Treasury, Handbook on Financial Ad- 
ministration, Commonwealth of Kentucky, and Report 
on Financial Administration in the Michigan State 
Government, Public Administration Service. 

* Manual of Water Works Accounting, Municipal 
Finance Officers’ Association, 1938, 483 pp. $4.00. 


properly called inflation instead of expan- 
sion of volume. This sudden increase was 
brought about by the passage of the Fed- 
eral Social Security Act and the necessity 
of accounting for payments relating to un- 
employment compensation, old age assist- 
ance, unemployment relief of various 
kinds, and the projects carried on by the 
state governments through the Works 
Progress Administration and the Public 
Works Administration. In some state offi- 
ces the volume of work is three or four 
times greater than it was prior to the ad- 
vent of these new social plans. 

Governmental accounting has reached 
its best development in cities over 10,000 
population. The counties have been much 
slower to adopt improved procedures be- 
cause county finance officials are usually 
elective; because the county government 
lacks coordination; and because the term 
of office of county officials is shorter than 
the term of city officials. The general 
accounting, preauditing, and budgetary 
accounting procedures of the city and 
county of San Francisco for instance have 
progressed to the point where they are 
comparable to the best work of a similar 
nature in any private enterprise. The pre- 
audit procedure is probably superior. The 
city of Detroit, Michigan, has not hitherto 
published a complete, modern financial re- 
port containing balance sheets, operating, 
and statistical statements. Two weeks ago 
the auditor general of this city published 
for the first time a complete financial re- 
port of the city, following the standards 
set by the Municipal Finance Officers’ As- 
sociation and the National Committee on 
Municipal Accounting. This report will do 
much to improve the city’s credit standing 
and to make valuable information avail- 
able. 

Accounting machines now play an im- 
portant part in governmental work. Most 
of the new installations now being made 
deal with the billing and accounting for 
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taxes. The city of Detroit was forced to set 
up tax accounts for each individual prop- 
erty so that it could properly inform its 
taxpayers and conduct its tax sales. The 
city of Montreal, Quebec, has the best tax 
accounting system I have ever seen. It has 
individual accounts in loose leaf ledger 
form for each parcel of property with indi- 
vidual ledger sheets good for ten years for 
the general taxes, the water taxes, and 
each type of special assessment improve- 
ment. The town of Belleville, New Jersey, 
can also be cited as one of the smaller 
places having adequate tax accounting. 
The budgetary accounts of a large portion 
of the cities in the United States already 
are subject to control through machine ac- 
counting. Even so, at least one of the 
cities in the United States over 500,000 
population still relies on pen-posted meth- 
ods for all of its accounting work, includ- 
ing budgetary control. Perhaps the most 
general adoption of machine accounting in 
municipal work has been in the field of 
utility accounting. It has been found to be 
practical, economical, and feasible in 
places having a population as small as 
5,000. The most common plan of utility 
customer accounting is the use of the com- 
bined bill and ledger plan, although many 
large cities use stub accounting and still 
others the register sheet plan. The combi- 
nation bill and ledger, however, is proba- 
bly found in the proportion of ten to one 
over the other systems combined. The 
states too have mechanized their account- 
ing procedure. They had to do so to keep 
up with the flood of checks required by the 
passage of new social legislation. The ex- 
cellent work of the Commissioner of Ac- 
counts and Deposits, mentioned above, is 
made possible by the use of tabulating 
equipment. 

Literature is now generally available for 
advanced students of governmental ac- 
counting. The standards adopted by the 
National Committee are set forth in its 


books, Municipal Accounting Statements, 
Municipal Audit Procedure, and Bibliog- 
raphy on Municipal Accounting. It will 
soon publish a classification of municipal 
revenues and municipal expenditures. The 
Municipal Finance Officers’ Association 
has published many procedural pamphlets 
including the officials’ adopted opinion of 
the association entitled Standard Practice 
in Municipal Accounting and Financial 
Procedure. Water works accounting has 
been adequately treated for the first time 
in a manual of water works accounting’ 
prepared jointly by the Municipal Finance 
Officers’ Association and the American 
Water Works Association. Many other 
procedural pamphlets have been prepared 
by the Public Administration Service. A 
limited number of textbooks on govem- 
ment accounting have been written, there 
being in print at the present time only 
Morey’s Introduction to Governmental Ac- 
counting and the Walton course entitled 
Municipal Accounting. One or two other 
instructors are using their own mimeo- 
graphed materials. 

The future of municipal accounting de- 
pends on the trends in governmental re- 
organization (Federal, state and local) and 
on the employment of qualified personnel. 
As a larger number of people are trained in 
governmental accounting, it stands to rea- 
son that many of them will find their way 
into public offices and thus influence the 
quality of the accounting.. Furthermore, 
there is need for the appointment, instead 
of the election, of chief accounting officers 
of both state and local governments. Too 
many of these officials, whose work is high- 
ly technical, are now elected by popular 
vote instead of being chosen on the basis 
of their accounting and administrative 
ability. (The Dayton Society of Certified 
Public Accountants was recently called 
upon to make recommendations for filling 
a most important governmental account 
ing office in that city. Not only were the 
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recommendations sent, but the appoint- 
ment was actually made from the list of 
five submitted by the society.) The real 
problem in personnel probably lies in the 
fact that accounting work of a technical 
nature is attempted in very small units of 
government which cannot possibly offer 
sufficient compensation to attract people 
of technical competence. The problem of 
personnel, then, involves politics, political 
reorganization, and training. 

There is need for constructive account- 
ing in the governmental field. By this I 
mean that the accountant should be able 
to make surveys, to install accounting sys- 
tems, and to prepare reports of financial 
condition. The audits of municipal ac- 
counts have not yet reached even a satis- 
factory stage. Nor have the accountants 
recognized the feasibility of using account- 
ing reports as the basis of municipal credit 
and municipal debt adjustment. Most ac- 
countants are unskilled in making installa- 
tions, whereas this field now offers the 
greatest opportunity and greatest need. 

What is the place of governmental ac- 
counting in the university curriculum? 
Should it be emphasized as a specialty? 
Although my sole interest in accounting 
lies in the governmental field, I believe it 
would be a serious error to let the emphasis 
on any one phase of accounting obscure 
the need for a broad and deep fundamental 
training in accounting. The broad training 
should precede the specialized training as 
those who have the broadest training can 
most readily adapt themselves to any spe- 
cial type of engagement. There seems to be 
a greater need, as far as the governmental 
field is concerned, for integrating a knowl- 
edge of the political sciences with govern- 
mental accounting. This comes about be- 
cause the type of accounting is dictated by 
the type of governmental organization and 
by the laws in force. It would be well, 
however, to impress on studénts the fact 
that they should not confuse procedures 


required by law with procedures required 
by sound principles. They must always fol- 
low the law but at the same time they need 
to be able to recommend legal changes 
that would permit or encourage sound ac- 
counting practices. At the present time, 
and for the future as well, there will be a 
wide field open to the universities in teach- 
ing governmental accounting to people al- 
ready in the public service through their 
extension divisions. In those universities 
which consider adult education an im- 
portant part of their work, the accounting 
department might well look toward the 
governmental field. 

Only through the development of cost 
accounting can comparison of govern- 
mental costs be made. There is now prac- 
tically no valid basis of comparing one 
governmental unit with another, or of 
comparing the operations of the same gov- 
ernment at different periods of time. The 
last basis to use is comparative tax rates. 
In order that public affairs may be dis- 
cussed on the basis of fact instead of fic- 
tion, there is a need for much improved 
general accounting, for the development 
of cost accounting, and the preparation of 
statistics. 

Improvements in the governmental ac- 
counting field have been slow, but certain. 
The future is dependent on personnel and 
the ability of interested parties to “‘sell” 
good accounting. Even so, the known 
standards and procedures of governmental 
accounting are now far ahead of practice 
and considerably in advance of the pro- 
cedures that are acceptable to the public, 
to the legislators, and to administrators 
themselves. The job of accountants, there- 
fore, is to continue to push the develop- 
ment of standards and the available litera- 
ture pertaining to it, to get a better 
trained personnel, and then to work for the 
right to use those procedures, standards, 
and principles which are known to be ef- 
fective and proper. 
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PRACTICAL PROBLEMS IN GOVERNMENTAL 
ACCOUNTING 


GEORGE D. BAILEY 


lems in governmental accounting 

is the preparation of reports the es- 
sentials of which can be understood by the 
reasonably informed portion of the public. 
Certainly there are not now enough people 
in any given community who do under- 
stand the financial reports of that com- 
munity. 

There are two methods of approach to 
the problem of increasing the public’s un- 
derstanding of financial reports. One ap- 
proach is through education—colleges and 
universities have been doing practically all 
the educating that has been done. Through 
the colleges, the courses of business admin- 
istration have been sending forth each year 
a substantial number of people who, being 
fairly conversant with the various prob- 
lems of municipal accounting, were in a 
position to understand the financial re- 
ports of their various communities if, as, 
and when presented to them. (Certainly 
public accountants have not done their 
share in that educational program. Many 
accountants have not been particularly in- 
terested in the subject of governmental ac- 
counting which has not represented a suffi- 
ciently large portion of their work to invite 
their concentration.) It is possible, how- 
ever, that more can be done in the colleges. 
For example, it might be possible to in- 
clude some general discussion of the basis 
of municipal accounting in elementary ac- 
counting courses. The problem of fund ac- 
counting appears on its face to be quite 
different from that of ordinary business 
accounting and discourages analysis by 
those who would be fully capable of ab- 
sorbing the idea in a very short time if 
they would merely put their minds to it. 
There may be practical difficulties at- 


O NE of the important practical prob- 


tached to putting such a suggestion into 
operation, but it serves to illustrate the 
point. The problem is one that must be 
solved by the accounting instructor. 

The second approach to the problem is 
in the presentation of municipal financial 
reports. Each report when issued might 
contain some explanation of the operation 
of the fund principle upon which the re- 
ports are prepared. This principle is, after 
all, comparatively simple. There should 
also be some explanation of the extent of 
the application of the accrual basis and 
perhaps a summary of the schedules which 
point to important conclusions. Condensed 
comparative schedules are also distinctly 
advantageous. 

The presentation of the various funds in 
parallel columns in condensed form early 
in a report illustrates to many people the 
relationship between the funds and em- 
phasizes the distinction between the 
funds. The use of a total column also has 
many advantages. 

Care must be exercised in the number of 
funds displayed in these columnar reports, 
and often combination of similar funds 
can properly be made for this columnar 
presentation. Of course, it is inadvisable 
to carry condensation to the extent of com- 
bining utilities that are separately oper- 
ated. 

Certainly the report to be effective 
must make comparisons of the budgets 
with the actual performance. Each report 
requires careful study so that such budget 
comparisons may be informative without 
being so voluminous as to be confusing. 
Schedules of receipts and disbursements 
are in many cases of doubtful value. The 
point to emphasize is that it is distinctly 
up to those in the teaching and practice of 
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accountancy to see that there is a greater 
understanding of the fund principle for 
municipal accounting, to see that there are 
more people who have a background of 
municipal accounting, to continue to em- 
phasize the advisability of modern munic- 
ipal accounting and to work for more in- 
formative financial reports. 


CENTRALIZATION 


It is highly desirable that there be con- 
centration of accounting responsibility. 
One objection is that concentration may 
mean a substantial delay in getting data 
for the various operating departments, 
but there is no reason why the operating 
data can not be prepared more promptly 
and more economically by a central ac- 
counting authority than by the respective 
departments. This centralization of ac- 
counting need not extend to the Treas- 
urer’s office where the records incident to 
the accounting for the cash must be inde- 
pendently kept but it should extend to 
generally independent commissions such 
as those which control the utilities. Even 
where the operation is of sufficient size to 
justify complete independent accounting 
systems under the control of complete and 
competent accounting personnel, there is 
a decided advantage in having final con- 
trol rest in the central accounting office. 
A situation has recently developed in De- 
troit which illustrates this point: The Pub- 
lic Lighting Commission and the Street 
Railway Commission are both appointed 
by the Mayor, but operate independently 
of one another. The Public Lighting De- 
partment furnishes electricity for the 
Street Railway Department, in accord- 
ance with the Charter and for some time 
there has been a dispute between these de- 
partments as to what constitutes the cost 
of power. In such situations, it would seem 
highly advisable for a central accounting 
office to have final authority in connection 
with the accounting policies of each of the 


commissions. Only in this way can the 
good of the municipality as a whole be 
safe-guarded. 

Centralization, however, carries with it 
one very real difficulty. Complete cen- 
tralization is quite likely to combine the 
bookkeeping function with that of audit- 
ing. There is no objection to the pre-audit 
being in the hands of the central account- 
ing authority ; in fact, it is highly desirable 
but for final and post-audit there must be 
an independent agency. Some large gov- 
ernmental subdivisions can have a com- 
pletely independent auditor, not subject to 
the control of the administrative person- 
nel, but in most municipalities such a seg- 
regation is not possible. This means that 
an outside professional audit is essential. 
It should also mean that such outside in- 
dependent audits must not be restricted 
in scope or in presentation and that they 
be conducted by independent auditors 
with a thorough knowledge of municipal 
accounting and its problems. Unfortu- 
nately, the practice in many municipali- 
ties of giving the work on a political basis 
or to the low bidder almost precludes the 
possibility of getting an independent and 
comprehensive report. Where so much de- 
pends upon outside audits as is the case in 
many municipalities, the scope of the ex- 
amination should not be restricted and a 
complete report should be rendered. Per- 
haps there is something more that can be 
done in the way of developing standard 
audit procedures for typical political sub- 
divisions. Perhaps that particular problem 
can be added to the others requiring educa- 
tion in this field. 

In connection with this phase of the 
subject it might be well to review the ex- 
perience of Detroit in connection with cen- 
tralization. The charter provided for a 
Controller with centralized accounting au- 
thority. Not until a short time ago, was it 
realized that this central accounting office 
was auditing itself and, while there were 
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separate bureaus within the Controller’s 
office, there was no effective post-audit. As 
a result, large shortages occurred; the ac- 
counting had been allowed to get behind 
and become obsolete and no comprehen- 
sive financial statements had been issued 
for years. Upon the recommendation of a 
special citizens’ committee, a charter 
amendment was adopted which provides 
for the appointment of a completely inde- 
pendent City Auditor General who has 
complete post-audit responsibility and is 
charged also with the responsibility of is- 
suing, once each year, complete financial 
statements for the City. The appointment 
is for ten years and the salary is fixed at an 
amount sufficient to attract a capable 
man. We have now had a year and a half 
of experience with that new plan. The first 
report has been rendered and it is the most 
complete and understandable financial re- 
port that has ever been issued by the City. 
Those skeptics who hoped for the best, but 
expected the worst in the shape of merely 
another City Department, have been 
quite convinced. The department was or- 
ganized on a sound basis and has been op- 
erating with complete independence, as 
well as intelligence. 


INVENTORIES 


Generally speaking, the control of in- 
ventories has lagged far behind the control 
of cash. As a matter of fact, inventories 
have not received the attention they de- 
serve as part of the whole question of mu- 
nicipal accounting. In some cases inven- 
tories are not considered at all and in other 
cases, they are considered only for balance- 
sheet purposes at the close of the year and 
the increase or decrease during the year is 
adjusted through the surplus account. In- 
ventories represent money just as truly as 
do cash items, and municipalities can well 
give much more attention to inventory re- 
cording and control. Perhaps part of the 
neglect has resulted from the fact that 


there have been too few thoroughly trained 
accountants in positions of accounting re- 
sponsibility for municipalities (in many 
cases where good accountants are em- 
ployed, that the control of inventories has 
been materially improved). 

Careful examination of the budgets of 
our municipalities shows that a very large 
number are prepared upon an historical 
and comparative basis rather than upon 
complete and intelligent study of antici- 
pated needs. This is likely to be especially 
true with respect to anticipated miscel- 
laneous income but it is also true with re- 
spect to anticipated collections of delin- 
quencies on tax levies. As long as this 
state of affairs continues, perhaps it is not 
vital that the inventories be carefully con- 
sidered in budget making; but neverthe- 
less, inventories are a point upon which 
budget making can be improved, and they 
should be taken into consideration in con- 
nection with expenditures forecast for the 
budget. This suggestion carries with it the 
corollary that they must be considered as 
necessary adjustments of the actual cash 
outlay in setting forth the departmental 
finances. 

The problem of inventory control falls 
into two classes, the first being that of 
purely physical control and the second be- 
ing that of accounting control. Many mu- 
nicipalities have had success with a cen- 
tral store room and other and larger units 
have had equal success with departmental 
store rooms. This program contemplates 
placing the stores in the hands of store 
keepers who issue articles only on properly 
authorized requisitions and who keep per- 
petual records of the inventory items with- 
in their control. These records lend them- 
selves to pricing and physical proving s0 
that the amounts can be taken into con- 
sideration in the financial statements. 
However, such perpetual inventories do 
not give complete accounting control. 

More attention can well be given to the 
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revolving-fund principle for control of in- 
ventories in the accounting records. It is 
easy to understand the revolving-fund 
principle when applied to a petty-cash 
fund that is reimbursed from time to time 
for actual expenditures and which can be 
checked at all times by a count of the cash 
or receipts in that fund. The revolving 
fund for the control of inventories can be 
handled in exactly the same way. Reim- 
bursements for material can be made to re- 
plenish actual usage as shown by requisi- 
tions. Such a fund can be handled so that 
at all times the aggregate of the fund is on 
hand either in materials or in proper requi- 
sitions. Upon reimbursing or replenishing 
the revolving fund, charges will be made to 
budgetary expenditures in accordance 
with the distribution shown by the requisi- 
tions covered by the reimbursement. 

The chief trouble with revolving funds 
has been the failure to maintain assets in 
such funds or to adjust them by proper dis- 
tribution of expenditures; with good book- 
keeping, however, this condition should 
not arise. Another objection has been 
that a large number of revolving funds 
tend to complicate the financial reporting, 
but there is no reason why such funds can 
not be broken down into their component 
parts at the time of issuing financial state- 
ments. 


FIXED ASSETS 


The final conclusion as to the handling 
of fixed assets has not yet been reached. 
But the trend seems to be toward the prac- 
tice of not recording fixed assets as an in- 
tegral part of municipal accounting, with 
the exception of those relating to utilities. 
With respect to utilities and other proj- 
ects which furnish services to the public for 
a charge and which operate on a long-term 
basis with some autonomy of financing, 
fixed assets must be taken into consider- 
ation, together with charges for deprecia- 
tion or charges in lieu of depreciation. 


Generally speaking, these departments are 
at least partially self-supporting and if 
they enter into the budget at all do so 
through appropriations to cover their op- 
erating deficit, or through charges to other 
municipal departments for the use of their 
facilities. 

While there has been some talk lately 
about breaking budgets into three classes: 
namely, ordinary expenses, abnormal ex- 
penses, and capital expenditures for long- 
term improvements, and the propriety 
of requiring a balanced budget only with 
respect to the first classification, it does 
not seem that such a philosophy has any 
propriety with respect to municipal prob- 
lems. Generally speaking, a knowledge of 
the value or amount of the municipally- 
owned fixed assets is only of academic in- 
terest. There has been general acceptance 
of the principle that depreciation is not an 
item to be considered on general municipal 
fixed assets. The corollary of this principle 
is that replacements or additions to city 
property should be handled through the 
current budget, either in their entirety or 
through the gradual retirement of bond is- 
sues or other obligations which may be in- 
curred in connection with the acquisition 
of such fixed assets. This theory, accepted 
by the National Committee on Municipal 

Accounting, seems entirely sound, al- 
though there is some argument for setting 
up fixed assets acquired through bond is- 
sues as an offset to the bond issues them- 
selves, or setting into the bond fund, fixed 
assets equal in amount to the total out- 
standing bonds; but this process seems to 
serve no particularly useful purpose. 

The problem is not quite so easy with re- 
spect to small perishable equipment that 
is not treated as inventory but really has 
a long-term value. In this classification fall 
trucks, highway equipment, etc. The diffi- 
culty with respect to items of this class is 
that failure in the accounting to consider 
them as fixed assets results in a loss of con- 
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trol and poses somewhat the same problem 
that is present in inventories. There is no 
reason why a permanent subsidiary record 
of these fixed assets can not be kept by 
means of a card file in the central account- 
ing office. 

It is important to recognize, however, 
that fixed assets are not sufficiently im- 
portant to necessitate a complete listing in 
order to start out on a modern accounting 
system. Such a record should be built up as 
quickly as convenient, or at least a record 
kept of all subsequent acquisitions. 


ACCRUALS 


There is no necessity for carrying the ac- 
crual system of accounting into municipal 
accounting practice to the same extent it 
is carried in commercial practice. The ac- 
crual basis to most people means an accu- 
rate recording of items, as in commercial 
enterprises, in order that expenses and 
revenues will fall into a proper period and 
permit an accurate recording of profit and 
loss. Also, to most people, the accrual sys- 
tem means an accounting for all expenses 
and fixed assets. The accepted principles 
in connection with municipal accounting 
is to apply the accrual basis only so far as 
practical. The term “semi-accrual basis” 
seems more descriptive of the usual prac- 
tical application of accrual theory. Ex- 
cept for some utilities, municipalities do 
not need to determine monthly profit or 
loss or revenues and expenditures with 
meticulous accuracy as between months, 
nor is it usually necessary to have accurate 
monthly accrual of all liabilities. Never- 
theless, a certain very definite minimum of 
accrual accounting is necessary and is as 
essential for municipalities as for commer- 
cial enterprises. 

As a minimum, an accrual basis should 
be applied to such items as are necessary 
for the determination of financial state- 
ments, for the inclusion within the period 
of the liabilities belonging to that period, 


for the disclosure of encumbrances out- 
standing, and for the recognition of the 
assets owing to the municipality or to the 
particular fund. For many small situations 
it seems entirely proper to carry the ac- 
counts from day to day and from month 
to month on a cash basis and carefully re- 
cord at the close of the period the receiva- 
bles and payables necessary for proper 
disclosure of the financial position. Even 
for larger units, it may be found unneces- 
sary and inadvisable in many cases to ac- 
crue any ordinary and constantly recur- 
ring items from month to month. In most 
cases it will not be advisable to accrue 
each month’s interest expense, for in- 
stance, or each month’s insurance expense. 
On the other hand, it will be desirable to 
set up the tax levy with reasonable provi- 
sion for loss and to set up budget appropri- 
ations in order properly to account for the 
receipts of taxes and for the disbursements 
and encumbrances against appropriations 
as they occur. 

The extent of the application of an ac- 
crual system is a very practical problem. 
It must be considered in the light of legal 
requirements and legal restrictions, the 
personnel and its ability to handle the ac- 
counting involved, and the importance of 
periodic statements as compared with 
year-end statements. Even at the end of 
the fiscal period, there is room for discus- 
sion as to how far the accrual system 
should be carried through. Ordinarily one 
is tempted to answer that all expenditures 
covered by the year’s budget or intended 
to be covered in that budget are, to the ex- 
tent unpaid, to be accrued at the close of 
the period. However, that is sometimes 
equivalent to saying that interest, pay 
rolls and ordinary running expenses pay- 
able immediately after the close of the 
fiscal period are not to be accrued if it is 
intended that such accounts are to be paid 
from the next year’s levy. Obviously, if 
there is no such accrual the procedure cal 
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not truly reflect the financial position of 
the unit. And ordinarily the accrual ac- 
counting should be applied at least to the 
extent of disclosing as liabilities the inter- 
est, pay rolls, and running expenses due 
immediately after the beginning of the 
new year. The failure to do so in most 
cases forces short-term borrowings over 
the end of the period and further confuses 
the showing. Therefore, while interest, 
pay rolls, and miscellaneous regular pur- 
chases can be treated on a cash basis dur- 
ing the period, it is preferable to treat 


them on an accrual basis at the close of 
the period to the extent of the amounts 
due immediately after the close of the 
year. In some municipalities where there is 
a fairly long period between the close of 
the fiscal year and the beginning of the 
new tax year, a debt-service liability is set 
up to the extent of the requirements up to 
the next tax collection period. 

The problem with respect to the extent 
of the accrual principle is one which must be 
answered from the standpoint of the prac- 
tical requirements of each municipality. 


SUGGESTIONS FOR THE REVISION OF THE TENTATIVE 
STATEMENT OF ACCOUNTING PRINCIPLES 


A. C. LITTLETON 


tee published “‘A Tentative Statement 

of Accounting Principles.”’ It was not 
intentionally made provocative, but it has 
undoubtedly fostered discussion. Ac- 
counting theory has been debated in the 
Association’s annual meetings and in ac- 
counting periodicals with an energy never 
before displayed. That in itself is a good 
sign; nothing clarifies our thinking like a 
defense of our ideas. It is even more en- 
couraging to find, from a survey of the ac- 
cumulated materials, that the items which 
precipitated strong differences of opinion 
were relatively few in number, and that as 
discussion progresses evidence continues 
to appear tending to show that opinions 
are drawing closer together. 

From the beginning the Committee rec- 
ognized the tentative nature of the state- 
ment of principles and looked forward to 
the time when revision would be under- 
taken. That time is now at hand and the 
Committee has made considerable prog- 
ress during the past year. While the revi- 
sion is still in process it seems desirable to 


I’ JUNE, 1936, the Executive Commit- 


indicate to the membership something of 
the form it may take. 

It is too early to circulate a draft of the 
manuscript since the content is still under 
debate in the committee. But I can outline 
for you some of the things I think the 
monograph should contain. These sugges- 
tions are offered with the hope that they 
will stimulate further discussion. Bear in 
mind, however, that I am not undertaking 
here to express the views of the Commit- 
tee. 

I think the revision should attempt to 
state the essentials of a coherent and con- 
sistent view of accounting theory resting 
upon the function and basic concepts of 
accounting. I do not propose to discuss 
here what I consider that function to be 
and how I would state the basic concepts. 
I shall attempt, instead, to cover more 
specific matters such as the recognition of 
revenue. 

The appearance of revenue marks the 
accomplishment of the principal objective 
of business, namely, placing new utilities 
in the hands of consumers. The tests by 
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which we judge the reality of the profit or 
loss that may be embedded in revenue are 
as follows: economic tests—service has 
been rendered by a producer, utility has 
been accepted by a purchaser, a price has 
been determined by independent bargain- 
ing; legal tests—delivery has been com- 
pleted, title to product has been passed, 
producer’s claim for payment in due 
course is “property.” 

A sale as marked by these tests is the 
climax of the operating cycle; it is “‘ac- 
complishment.” A sale, by the action and 
judgment of the purchaser, corroborates 
the producer’s opinion that utility has 
been added and thus provides verifiable, 
objective evidence that a profit (or loss) 
has now appeared and may be reported as 
such for the current period. 

It is an important accounting standard 
that recognition of revenue for reporting 
purposes shall rest upon verifiable, objec- 
tive evidence. 

Revenue is a measure of the current as- 
sets received in exchange for product or 
service. After properly allocated costs and 
losses are deducted the remaining revenue 
is called net income. When first recorded 
revenue therefore already contains an ele- 
ment of profit (or loss) and the income 
statement is a calculation to determine its 
amount. But the correctness of this calcu- 
lation is conditioned by the reality of the 
revenue figure for the period. Hence, it is 
necessary to have some objective test of 
the realization of income. Without an ob- 
jective test serving to corroborate one’s 
own opinions there is danger that profit 
will be read into a situation where bias fails 
to detect a lack of reality. 

The usual objective test of the reality of 
a profit or loss which is sanctioned by ac- 
counting is transfer of title attending a 
bona fide sales transaction consummated 
by independent parties at a mutually ac- 
ceptable price. The objectivity of the test 
is destroyed and with it the confidence in 


the reality of the profit, if one of the par- 
ties is not in fact independent or if he js 
coerced, or if the stated exchange price is, 
for any other reason, a false representation 
of the parties’ actual value-judgments at 
the time. 

Since the association of revenue and per- 
formance is basic to the concept of reve- 
nue, accounting standards should direct 
the preservation of that association: recog- 
nition of revenue should neither anticipate 
performance nor be delayed beyond per- 
formance. 

In a few situations a variation from this 
standard is usual. In the case of instal- 
ment sales, economic performance is com- 
plete when possession and use of the prop- 
erty pass to the purchaser. But the risk of 
uncollectible instalments or loss from re- 
possession is so great that we may be jus- 
tified in declining to accept economic per- 
formance as the test for reporting the 
revenue involved. Furthermore, legal per- 
formance, transfer of title, usually is de- 
layed until all instalments are paid. Yet 
the business man hesitates to delay recog- 
nition of revenue until legal performance is 
complete because his service has been ren- 
dered and the risk of loss diminishes as 
each succeeding instalment is paid. Asa 
result it is an acceptable deviation from 
standard to recognize revenue from instal- 
ment sales in proportion to collections, and 
to recognize revenue from long-time con- 
tracts in proportion to degree of complete- 
ness. But in both cases the acceptability 
of this deviation depends upon certain col- 
lateral conditions, namely, (1) that ulti- 
mate payment is relatively assured by the 
margin “held back” (in construction con- 
tracts) or by chattel mortgages (rights of 
repossession in instalment sales), (2) that 
the completed portion of costs can be 
satisfactorily computed and reported along 
with the revenue portions, and (3) that the 
partial payments are planned in the origi- 
nal agreement. 
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There may also be differences of opinion 
regarding the recognition of cost. 

Like revenue, cost must be measured ac- 
cording to definite standards if accounting 
data are to be dependable and relevant. 
Like revenue, cost must be subject to the 
test of objectivity and rest upon a bona 
fide exchange transaction consummated 
by independent parties at a mutually ac- 
ceptable price. As is the case with revenue, 
the reality of “‘cost”’ might be questioned, 
for example, in an exchange between 
legally distinct corporations which are 
nevertheless so dominated by a single in- 
terest that no actual change in beneficial 
interest has been effected by the transac- 
tion. Reality of cost is also difficult to de- 
termine in cases where the transaction is 
essentially barter. It should be the uni- 
versal practice of the contracting parties 
to price such transactions in money; only 
in this way can an accounting quantity be 
established which will make each party’s 
record of the transaction a counterpart of 
the other’s. Where this has not been done, 
in particular cases, any record made will 
be a departure from standard and will 
have to be justified by (1) clear inability 
to follow the standard and (2) a conscien- 
tious attempt to approximate the standard 
ina fair and equitable manner. 

If an enterprise being merged has no 
records which permit an accurate determi- 
nation of the cost of assets still in use, the 
application of accounting standards may 
have to date from a selected point of time 
rather than cover all past transactions. 
Once that start has been made, however, 
the consistent use of accounting standards 
over a period of years will eventually yield 
accounting statements in which asset fig- 
ures derive from the single basic postulate 
of cost, original or unamortized, and do 
not derive from uncertain and inconsistent 
accounting policies. 

The objective test for the recognition of 
cost is not cash disbursed, since the inter- 
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vention of the credit system may give us 
control over services before payment. The 
test is much the same as that for revenue 
because “‘service acquired”’ is but our side 
of another’s “service rendered.” This 
means that we may not measure a cost in 
terms of our own uncorroborated judg- 
ment alone. 

Devaluation of plant and amortization 
of goodwill or organization expense is sim- 
ilarly a departure from standard, because 
these transactions do not rest upon the ob- 
jective test of a transaction in the market 
between independent bargainers. Actual 
retirement of unamortized assets is not 
“devaluation” and should be treated as 
any objectively determined loss or re- 
ported as a correction of prior depreciation 
allowances. However, if devaluation or 
amortization of such items is entered upon 
as an acknowledged departure from stand- 
ard for reasons of policy, that action 
should be reflected by write-down debits 
in the second section of the income state- 
ment. 

There are occasions in a competitive 
economy when it is the part of common 
sense to reorganize not only the financial 
structure of an enterprise but the property 
structure as well. But it is not “‘reorganiza- 
tion” to decide that costs are high and 
shall be lowered by devaluing plant so 
that depreciation charges will be smaller. 
This merely converts real costs (of the 
past or future) into a lump-sum charge to 
surplus, perhaps to capital. Correction of 
past depreciation errors is discussed later. 
Here the point is that cost (especially de- 
preciation expense) is not whatever we 
choose to say it is, but what the best ob- 
tainable objective evidence shows it to be. 
Accounting standards for the recognition 
of cost are designed to guide business away 
from arbitrary or personal decision and to- 
ward an impersonal, quasi-scientific atti- 
tude toward the computative problems of 
a going concern. 
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Closely associated with the recognition 
of revenue and cost is the matching of the 
two in the calculation of net income. In- 
deed, this matching is what gives purpose 
to the attempts to establish standards of 
recognition. 

The central problem of accounting is to 
bring into association, in the present, the 
revenues identified with the present and 
their related costs, and to bring into asso- 
ciation, in the future, the revenues identi- 
fied with the future and their related costs. 
In solving this problem those who use ac- 
counting are, in effect, matching efforts 
and accomplishments. Some efforts are 
effective in the present; they are measured 
by the costs (effort) currently deductible 
from revenue (accomplishment: the reve- 
nue-costs of the present\ Other efforts are 
expected to be effective in the future; they 
are measured by the costs that are de- 
ferred as revenue-costs of the future (as- 
sets). Some efforts prove ineffective in the 
present and are judged unlikely to be 
effective in the future; they are measured 
by the costs that must be currently de- 
ducted from revenue as recognized losses. 

The fundamental problem of account- 
ing, therefore, is to cut through this stream 
of costs and correctly assigned portions to 
the present and the future. The instru- 
ments for reporting the division of the 
stream as between present and future are 
the income statement and the balance 
sheet. Both are essential; the income state- 
ment reports the assignment to the pres- 
ent, the balance sheet the assignment to 
the future. The balance sheet thus serves 
as the means of carrying forward una- 
mortized acquisition prices, the not-yet- 
deducted costs; it stands as a connecting 
link joining successive income statements 
into a picture of the income stream. This 
conception of the balance sheet has no 
place for “‘valuation” in the sense of sub- 
jective judgment of utility, probable re- 
placement price, or sales price. 


The emphasis upon unamortized costs 
does not deny the propriety of financial 
reorganization and the attendant re. 
alignment of assets and equities when this 
is accomplished under proper limitations 
as to bona fides and unbiased consideration 
of all facts and interests. Nor does it deny 
that information beyond unamortized his. 
torical costs may be of great usefulness, 
It merely denies such information a settled 
place within the framework of double. 
entry bookkeeping. Outside that frame. 
work, accounting sets no limits whatever 
upon the extent to which pertinent, col- 
lateral information may be supplied. 

There are many devices of reporting by 
which figures in addition to unamortized 
costs may be given for informative pur- 
poses. Collateral notations may be made 
in footnotes, in text accompanying ac- 
count titles, or in parenthetical figures; 
all of these illuminate the cost figures. If 
desired, extra columns may be inserted to 
reflect the effect of weighting by index 
numbers. Significant ratios and percent- 
ages may be shown to advantage, and 
supporting exhibits may be referred to in 
the statements. But these are interpreta- 
tive devices; and to be fully useful they 
should have a known “basing point”: 
cost. They come into play after accounting 
has brought its subject matter to a focus 
within the framework of a consistent 
theory of historical cost. 

If ‘‘values,” whether by appraisal or 
the cost-or-market tradition or by index 
number adjustments, are brought into the 
statements by account-keeping processes, 
the result is likely to be the complete sub- 
mergence of the only objectively deter- 
mined quantities that accounting has to 
work with—unamortized historical costs. 
However, if those ‘‘values,” or any others, 
are brought into the statements by inter- 
pretative action, the objectively deter- 
mined quantities are preserved, with 
illuminating additions. 
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The feeling of a number of critics of 
“The Tentative Statement”’ seemed to be 
that accounting principles should be con- 
sistent with one another, and that the 
apparent acceptance of the rule of cost or 
market was inconsistent with the appar- 
ent wish to make the allocation of histori- 
cal cost the central theme of accounting. 

The rule-of-thumb “cost or market, 
whichever is lower,” is still imbedded in 
practice, although short-term credit is no 
longer the important source of funds it 
once was. It should be noted that the ap- 
plication of this rule brings an anticipated, 
but as yet unrealized, price-shrinkage into 
the income statement as a deduction from 
revenue before the reality of the loss has 
been objectively tested. Such a treatment 
of inventories is particularly inconsistent 
with other important accounting stand- 
ards because the cost figure for the goods 
actually sold is thereby automatically in- 
flated by the amount of the estimated 
price-shrinkage of goods unsold. The title 
“cost of sales” in the income statement 
then becomes a misnomer. 

One might think that the misnomer 
could be avoided if price-shrinkages could 
be shown to be a real phase of selling costs 
and therefore to belong in the first section 
of the income statement. But, to do this 
would necessitate the construction of a 
theory that estimated price-shrinkages 
were in the nature of “risk-costs.” The 
theory would propose that risk of lower 
replacement prices for inventory items 
was a cost of carrying an attractive assort- 
ment, that risk of uncollectible accounts 
was a cost of doing business on credit, that 
risk of lower quoted prices for investments 
was a cost of obtaining investment income. 
This would bring the inventory figures in 
the balance sheet and income statement 
into agreement. However such a justifying 
theory would be difficult to establish in the 
face of the concept of business profit as a 
complex return for managerial skill in 


Suggestions for Revision of Tentative Statement of Accounting Principles 61 


avoiding losses and keeping capital effec- 
tively at work. 

The problem is to bring the inventory 
figures in the two statements into accord 
when the purposes of the statements are 
at variance. For credit purposes the bal- 
ance sheet upon occasion seems to need 
inventories at less than cost; for calculat- 
ing earned income objectively the income 
statement seems to need inventories at 
purchase-cost. With a two-section income 
statement in use, it would be possible to 
debit the estimated price shrinkages in the 
second, or non-operating section, and show 
the inventory, and other current assets, in 
the balance sheet at less than cost. This 
would allow a “conservative” presenta- 
tion of current assets to be made in the 
balance sheet; it would preserve the true 
identity of the cost-of-goods-sold item in 
the first, or operating, section of the in- 
come statement; and it would be in accord 
with the thought that deductions from 
revenue should include all diminutions and 
expirations of costs necessary to reflect 
consumed, expired, or lost usefulness. 

But it is not clear that this treatment 
is fully consistent with the desire to hold 
the income report to a reflection of objec- 
tive transactions alone. To accomplish 
this aim completely it would be necessary 
to carry current assets in the balance 
sheet at unamortized cost without adjust- 
ments being charged in either section of 
the income statement until objective 
transactions had determined that actual 
shrinkage had occurred. 

A treatment of current assets which 
would be consistent with other standards 
of accounting would require postponement 
of the recognition of current asset shrink- 
ages until the amounts had been tested 
objectively: receivables by their legal 
status as uncollectible, investments by 
sale, inventory items by sale or actual 
retirement as unsalable. 

If showing current assets at unamor- 
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tized cost seems ‘“‘unconservative’’ for the 
balance sheet, let it be recalled that the 
essential accounting function of the bal- 
ance sheet is to assist in allocating costs 
between present and future, and that the 
matching of cost and revenue is improperly 
accomplished if any item in either factor 
derives from mere management decision 
without an acceptable objective test of its 
reality as a cost or revenue. 

However it is not necessary to abandon 
conservatism entirely in order to hold con- 
sistently to the use of cost in reports. It 
is possible to bring losses into the income 
statement (second section) when objec- 
tively tested, and report inventories in the 
balance sheet at cost with a surplus reserve 
deducted. 

Some may view this treatment as defec- 
tive because the reservation of surplus is 
wholly at the discretion of management 
and management may not choose to re- 
serve adequately for the current assets, 
especially if to do so would increase an 
existing deficit. On the other hand, the 
“cost or market”’ rule, having the force of 
custom, is not entirely discretionary with 
the management and would be applied 
even in the face of a deficit. It is necessary 
for management to give some kind of cur- 
rent recognition to expected loss even 
though an operating loss has been made 
or realized profits have been low. Plant 
depreciation is recognized even in the face 
of these conditions as an expense. But if 
the prevailing view of inventory adjust- 
ment (cost or market) is held because the 
situation is considered analogous to de- 
preciation of plant, the view is in error, 
for plant is making a contribution or 
stands ready to make a contribution to 
production in each period and deprecia- 
tion allowance is therefore a species of 
“rental charge.”’ Depreciation is not cor- 
rectly viewed as derived by ‘“‘valuation”’; 
it does not originate in value-shrinkage 
but in service rendered, or in readiness to 


render service. Inventory write-down, 
however, reflects value-shrinkage and not 
services rendered. Reserves, as contrasted 
to write-downs, are an adequate means of 
giving current recognition to possible 
value-shrinkage, and, if value-shrinkage jg 
evident, the reserve should be increased 
even though a deficit is thereby increased, 

There is much to be said for the use of 
surplus reserves in reporting current as- 
sets in the balance sheet. Consistency in 
basic doctrine is a virtue, just as conserv- 
atism in interpretation is a virtue. Con- 
sistency can be obtained by reporting 
purchase-cost in both the income state- 
ment and the balance sheet; conservatism 
as a matter of managerial policy, can be 
shown by using a deducted surplus reserve 
as an interpretive device. 

The discussion of standards for inven- 
tory accounting may be briefly summa- 
rized. 

(1) Actual losses (goods stolen, wasted, 
uncounted, damaged, given away). 

Losses are not to be shown deducted 
from revenue in the first section of the 
income statement because they are not a 
proper part of the cost of sales. They are 
to be reported as revenue deductions in 
the second section of the income statement 
as objectively determined losses. 

(2) Price devaluations (lower of cost or 
market). 

Devaluations are not to be reflected in 
the first section of the income statement 
because a “risk-cost”’ theory to explain 
write-downs is untenable. 

Devaluations of current assets are not 
to be shown in the second section of the 
income statement because they are not yet 
objectively determined losses. 

Current assets, when necessary, may 
be interpreted on the balance sheet by de- 
duction of reserves for surplus indicating 
a conservative policy of reporting upon 
anticipatory price shrinkages. 

However, if the devaluation of current 
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assets through the income statement is 
decided upon as an acknowledged depar- 
ture from the standard of holding the in- 
come calculation to objective facts only, 
the debit should be reported in the second 
section of the income statement. 

Another issue may be stated this way: 
on one side it is thought that restricting 
the income statement to reporting recur- 
ring costs and revenues drives other asset- 
increasing or asset-decreasing factors into 
the obscurity of surplus adjustments. On 
the other side it is thought that an Analy- 
sis of Surplus Changes, presented along 
with the income statement and balance 
sheet, is revealing rather than obscuring, 
and that bringing such adjustments into 
the income statement itself would result 
in obscuring the figures which picture re- 
curring earning power. 

A separate reporting of non-recurring 
items is considered by some as a progres- 
sive adaptation of accounting to modern 
needs in that it permits a distinct empha- 
sis upon earning power to be made without 
any real obscurity of non-recurring 
changes. A combined reporting of recur- 
ring and non-recurring elements in one 
statement is considered by this group as 
an old-fashioned adherence to the out- 
moded concept of income as any and all 
increases to proprietorship. 

The advocates of a combined reporting, 
however, do not rest their case upon ad- 
herence to tradition or resistance to prog- 
ress. Rather their view is that there is 
something fundamental to accounting in- 
volved, namely, the effective reporting of 
the results of management’s administra- 
tion of the assets placed in its charge. A 
wide separation of the reported results of 
administration tends to focus the state- 
ment user’s attention unduly upon recur- 
ring earnings and thus lessen his conscious 
consideration of the over-all effectiveness 
of management. For example, if current 
recurring earnings reported in the income 


statement are satisfactory, the reader may 
miss completely the significance of a large 
write-off of long-accruing obsolescence 
against present surplus. He may not see 
the question: Were past statements of 
earnings reported as correctly (as to ob- 
solescence) as discerning management 
could have been expected to report? 

The old loss-and-gain statement re- 
ported all changes derived from asset 
utilization; in present practice the income 
statement tends to report only part of 
these asset changes—those considered as 
current and recurring. Asset changes 
which are called extraneous have been ex- 
cluded from the income statement appar- 
ently because of the distorting effect they 
are supposed to have upon the picture of 
earning power. This exclusion has had the 
effect of forcing directly into surplus cer- 
tain types of asset changes which are 
nevertheless involved in asset utilization. 
With some transactions from asset utiliza- 
tion reported in the income statement and 
others in a surplus analysis, the former 
unity of reporting all such transactions 
through the same statement has been lost. 

It is doubtful whether the benefit thus 
obtained from arranging a statement to 
reveal earning power has fully compen- 
sated for the possibilities of misunder- 
standing which are inherent in the separa- 
tion of certain highly significant asset 
changes from other asset changes when 
both are related to asset utilization. 

In addition to the theory that inclusion 
in income of nonrecurring losses and gains 
will distort the picture of earning power, 
there is another theory which also has 
tended to bring certain types of asset 
change directly into surplus. This is the 
theory that surplus, since it represents 
past profits, should be the location of 
adjustments which are essentially correc- 
tions of past profit calculations. The latter 
theory, however, rests upon the tacit as- 
sumption that surplus of a corporation is 
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analogous to undivided profits of a single 
proprietorship. This is of doubtful validity. 

The corporation is primarily a financial 
mechanism by which asset-capital is 
assembled from many sources for a com- 
mon productive purpose. The various 
capital-interests are displayed on the right 
side of the balance sheet; every item on 
that side represents an asset-interest and 
constitutes a measure of an equitable claim 
against total asset-capital. Under this 
conception of the nature of the corporate 
balance sheet, surplus, instead of measur- 
ing profit-derived-assets, represents a 
phase of equities—that is, a claim against 
total-assets. The “capital-claim” of com- 
mon stock is one total, that is, “common 
stock equity”’; it consists of two elements, 
one is paid-in capital-interest, the other 
is accumulated capital. Paid-in capital 
was once considered a measure of assets 
restricted as to voluntary withdrawal, and 
accumulated capital a measure of assets 
not so restricted. This was the only dis- 
tinction. 


Since the financial likeness of the two 
elements of common stock equity is more 
fundamental than the legal distinction be- 
tween them, it follows that surplus has 
more capital-characteristics than it has 
profit-characteristics. The situation is 
somewhat as if we were to say that earm- 
ings standing in the income account repre- 
sent profit, but that the transfer from in- 
come account to surplus account marks a 
conversion of profit into (accumulated 
and withdrawable) capital. An expense or 
loss of any kind which is charged directly 
to surplus, therefore, becomes a species of 
charge against equity capital although 
there has been no withdrawal by an equity 
holder. This treatment tends to obscure 
the distinction between investment and 
accumulation, a distinction which the 
whole force of accounting theory is bent 
upon maintaining by constantly directing 
the separation of those elements to be re- 
ported in the income statement and those 
to be reported in the balance sheet. 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


sented as the second half of the phon Corporation and the owner of 625 


T= PROBLEMS given below were pre- Mrs. Zeno is the president of The Xeno- 


examination in accounting theory shares of its stock and states that during 
and practice prepared by the Board of the morning the following transactions 


Examiners of the American Institute of took place: 
Accountants. The examinations were held 
in the coéperating states on November 
17th and 18th, 1938. Candidates were re- 


First: The court administering the estate 
of her deceased husband ordered her: 
1. To accept certain offers, namely: 


quired to solve all problems and the fol- $2,400 for 120 shares N. Y. Central 
lowing weights were given: problems 1 and R.R. 
$123,650 for 2,000 shares U. S. 
points each; problem 5, 10 points. Sorghum, 
No. 1 $56,400 for $56,000 face value 
You are visited during the morning of treasury notes, = 

December 31, 1937, by Mrs. Yolande and deliver these securities for cash; 
Zeno, executrix and sole beneficiary of the 2. To pay in full the indebtedness to 
estate of her deceased husband, X. Y. Xenophon Corporation and the pre- 
Zeno, who submits the following state- ferred claims against the estate; 
ments: 3. To submit to the court at its next 

Estate of X. Y. Zeno 

Trial Balance 

December 30, 1937 
The Xenophon Corporation stock—4,375 28,000 
U. S. Sorghum Company stock—2,000 shares... 32,000 


Allowed claims—including interest accrued to December 31, 1937 


The Xenophon Corporation—funds advanced for funeral expenses..............-.-.0+sesseeeee 6,000 
$544,000 $544,000 
The Xenophon Corporation 
Trial Balance 
December 30, 1937 
Lima Bean Company stock—3,600 shares. ... 85,394.73 
$190,144.73 $190,144.73 
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session a charge and discharge state- 
ment, showing also the payments to 
be made to the other creditors of the 
estate and reserving an amount suffi- 
cient to pay 123% profits tax in the 
event that the court finds the estate 
liable therefor despite its insolvency. 


Second: The Xenophon Corporation 
sold its 3,600 shares of Lima Bean stock 
for $8,000 cash and, pursuant to appropri- 
ate resolution of its stockholders and direc- 
tors, paid its debts and credited its share- 
holders with their proportion of the net 
worth. 

Mrs. Zeno states that she has complied 
with the first two requirements of the 
court order, and asks your assistance with 
the third. You may assume that the only 
tax provision necessary is 123% of the net 
gain from realization of the assets listed in 
the trial balance. 

Prepare (a) the required charge and dis- 
charge statement, together with the work 
sheets showing (b) the position of the 
estate after complying with the court 
orders and (c) the position of the Xeno- 
phon Corporation after crediting the 
shareholders with their proportion of the 
net worth. 


No. 2 


The Producing Company submits the 
following balance-sheet, dated June 30, 
1938: 


Assets 
Fixed assets, less reserves............... 2,500,000 
Organization 500,000 
$8 , 100 ,000 
Liabilities 


Preferred stock—8% cumulative 400,000 
shares of $10 each. .................. 4,000,000 
Common stock—300,000 shares of $10 each 3, 000, 000 
600,000 


The common stock was issued for the 
intangible assets acquired at organization, 

The company had been in existence for 
a period of five years but paid no preferred 
dividends so that on June 30, 1938, an 
amount of $1,600,000 was in arrears. In 
order to liquidate this obligation and prop- 
erly restate the accounts, the board of 
directors had previously submitted a plan 
of recapitalization, to take effect on June 
30, 1938, which was accepted by all the 
shareholders, viz.: 


1. The company is to amend its articles of 
incorporation and change its capital 
structure so that the recapitalization 
may take effect as at June 30, 1938, as 
follows: 

(a) The authorized capital will be 
$5,100,000 consisting of 480,000 
shares 4% preferred of $10 each 
and 300,000 shares common of $1 
each. The preferred shares may be 
made either cumulative, nonpar- 
ticipating or noncumulative par- 
ticipating. 

(b) The 8% preferred shareholders are 
to relinquish all claims for divi- 
dends for which they are to receive 
50% of the amount of their claims 
in new preferred stock at par value. 

(c) The 8% preferred shareholders 
have up to December 31, 1940, the 
option to exchange their shares and 
reduce dividend claims par for pat 
either for 4% cumulative, nonpar- 
ticipating preferred with dividends 
cumulative from June 30, 1938 on, 
or for 4% noncumulative, partici- 
pating preferred shares. The non- 
cumulative shares will participate 
equally with the common shares in 
the earnings after June 30, 1938, 
that are in excess of the preferred- 
dividend requirements, up to 30% 
of this excess. 

(d) The par value of the common 
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shares will be reduced from $10 to WNo. 3 


$1 a share. From the following trial balance of the 

2. The Company is to declare a dividend Anderson Company and the accompany- 

of 20 cents, payable on July 15, 1938, ing data prepare a columnar work sheet 

on the 4% cumulative nonparticipating showing the adjustments and the segre- 

preferred shares. gation of balance-sheet and profit-and- 
On July 1, 1938, holders of ninety per _ loss items. 


Anderson Company 


Trial Balance 


December 31, 1937 


Current advances to subsidiary companies................... 
Investment in subsidiary companies........................ 
Reserve for depreciation at January 1, 1937.................. 
Common stock ($100 par) authorized and issued............. 


Selling, administrative and general expenses................. 


Other income 


Cr. 


$3 


$7,555,000 $7,555,000 


cent of the 8% preferred shares elected to During the examination the following 
take the 4% cumulative nonparticipating facts are disclosed: 


shares and holders of the remaining ten 1. 
per cent to postpone their choice. 


1, Prepare a balance sheet as at June 30, 
1938, after giving effect to the recapi- 
talization plan. 


2. Prepare the entries that are to be made 
on December 31, 1940, in the event 
that holders of 30,000 shares 8% pre- 
ferred elect, between June 30, 1938,and 3. 
December 31, 1940, to exchange them 
for 4% cumulative preferred and the 
holders of the remaining 10,000 shares 
to take 4% noncumulative shares. 
Suppose that no preferred dividends 
have been paid or declared since July 4 
15, 1938. 


Checks totaling $10,000 in settlement 
of accounts payable were dated and 
issued in December 1937 but not 
entered in the cash book until January 
1938. 


. Accounts receivable include an amount 


of $400,000 representing capital ad- 
vances to subsidiary companies. The 
balance is receivable from customers. 
It is estimated that 10% of the cus- 
tomers accounts receivable and 10% 
of the notes receivable are doubtful of 
collection. All accounts and notes were 
considered collectible at the beginning 
of the year. 

The inventory at January 1, 1937, in- 
cludes the following: 
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Machinery and equipment........... $200 ,000 
Less—Reserve for depreciation....... 100 ,000 
$100 ,000 


5. The inventory at December 31, 1937 
(excluding machinery and equipment 
and the relative reserve) is as follows: 


Inventory on hand.................. $500 ,000 

Inventory in transit for which the lia- 
bility has not been recorded........ 10,000 
$510,000 


6. The amount shown as life insurance 
represents the accumulated premiums 
which were charged to this account. 
The premiums paid to December 31, 
1936, amounted to $160,000 and the 
premiums paid in 1937 amounted to 
$40,000. An examination of the poli- 
cies shows that the cash surrender 
value at December 31, 1936 amounted 
to $85,000 and the cash surrender 
value at December 31, 1937 amounted 
to $100,000. 


7. There has been no change in the vari- 
ous property accounts during 1937. 
Depreciation should be provided at 
the following rates: 


Machinery and equipment........ 10 
General office furniture and fixtures 10% ~~ 


8. Insurance premiums, charged to gen- 
eral expenses: 


Prepaid at December 31, 1936.......... $3 ,000 
Prepaid at December 31, 1937.......... 


9. Taxes, charged to general expenses: 


Prepaid at December 31, 1936.......... $5 ,000 

Prepaid at December 31, 1937.......... 8,000 
10. Commissions, charged to selling ex- 

penses: 

Accrued at December 31, 1936.......... $4,000 

Accrued at December 31, 1937.......... 5,000 


Inventories, fixed assets and invest- 
ments are shown throughout at cost. 
Income taxes are not to be considered. 


No. 4 

From the following audited trial balance 
of a municipality prepare its December 31, 
1937, balance sheet showing the division 
into the several funds: 


Debits 

Accounts receivable (general)......... $ 461,000 
619,000 
Cash, expendable trust fund.......... 171,000 
Cash, permanent trust fund........... 1,000 
1,762,000 
Rentals receivable (general)........... 221 ,000 
Fixed assets, general................. 292 ,623 ,000 
Fixed assets, water d a 84,093 ,000 
Investments, expendable trust funds... 12,513,000 
Investments, permanent trust funds. . . 1,262,000 
Investments, sinking funds........... 25 ,457 ,000 
Investments, water department....... 4,132,000 
Bonds authorized but unissued........ 30 ,493 ,000 
Market rentals receivable............. 29, 
Materials and supplies............... 382,000 
Miscellaneous receivables............. 380,000 
Deferred charges to be provided from 

Special assessments receivable......... 1,084,000 
General taxes receivable.............. 7,742,000 
Due from Railways and Electric Co., 

Water rents receivable............... 740 ,000 
$465 , 680,000 
Credits 
Accounts payable, general............ $ 148,000 
Accounts payable and accrued interest, 

27 ,000 
Accrued inrerest on bonded debt, pay- 

able from sinking fund............. 2,120,000 
Accrued interest on paving notes...... 2,000 
Accrued salaries, general employees... . 114,000 
Expendable-trust-funds balances... ... 12,684,000 
Permanent-trust-funds balances....... 1,251,000 
Funded debt, water department....... 43,979,000 
Funded debt, 152,226,000 
Notes payable, ere 1,000,000 
Notes payable, department...... 86,000 
Cash overdrafts, permanent trust funds 12,000 
Paving notes, payable from special as- 

Reserves, miscellaneous purposes. ..... 2,000 
Reserve for water-department d 176,000 
Reserve for encumbrances, bond 1,089,000 
Reserve for encumbrances, general..... 241,000 
9,844,000 
Special-assessment-fund surplus....... 472,000 
Water-department surplus............ 44 697 ,000 
Sinking-fund surplus................. 23 ,337 ,000 
Surplus invested in general fixed assets 140,397,000 
Unappropriated balance, bond fund.... 10,212,000 
Unencumbered balance of bond-fund 

20,954,000 
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No. 5 

Zed & Company, a copartnership, was 
formed on January 1, 1938, with four 
partners, A, B, C and D. Capital contribu- 
tions were as follows: 


$100,000 
50,000 
50,000 
40,000 


The partnership agreement provides 
that each partner shall receive 5% interest 
on the amount of his capital contribution. 
In addition A is to receive a salary of 
$10,000 and B a salary of $6,000 which are 
to be charged as expenses of the business. 

The agreement further provides that C 
shall receive from the partnership a mini- 


Solution to Problem 1— 


mum of $5,000 per annum and D a mini- 
mum of $12,000 per annum, both includ- 
ing amounts allowed as interest on capital 
and their respective shares of profits. The 
balance of the profits is to be shared in the 
following proportions: 


What amount must be earned by the 
partnership during 1938, before any 
charge for interest on capital or partners’ 
salaries, in order that A may receive an 
aggregate of $25,000 including interest, 
salary and share of profits? Show calcula- 
tion in statement form. 


The Estate of X. Y. Zeno—Yolande Zeno, Executrix 
Charge and Discharge Statement 
December 30, 1937 to December 31, 1937 


The Executrix charges herself with: 
— on hand at December 30, 1937: 
The Xenophon Corporation stock—4,375 shares. . 
N. Y. Central R. R. stock—120 shares.......... 
U. S. Sorghum Company stock—2,000 shares. ... 
U.S. Treasury notes—$56,000.00 face value. .... 


Net profit on the sale of securities: 
Profit on the sale of 2,000 shares of U. S. Sorghum 
Profit on the sale of $56,000.00 face value U. S. 


The executrix credits herself with: 
Claims paid upon order of the court: 


The Xenophon Corporation for loans to testator. . . 
The Xenophon Corporation for funds advanced for funeral ex- 


pe 
County Treasurer—for 
Smith and Brown for services as counsel to executrix 


$ 2,850.00 
28,000.00 
4,800.00 
32,000.00 
56,000.00 $123,650.00 
$91,650.00 
400.00 
$92,050.00 
2,400.00 89,650.00 
$ 96,000.00 
6,000.00 
4,000.00 
54,000.00 
$ 53,300.00 


Balance of assets in the hands of the executriz.......... 
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Book Values Cash Values 
The assets in the hands of the executrix are: 


The Xenophon Corporation stock—4,375 shares...............- 28,000.00 98 , 350.00 
Available for allowed claims unpaid.......................006- $ 33,300.00 $103,650.00 
Share of 
Available 
Book Values Book Values Assets 
Unpaid allowed claims: 
$ 48,000.00 $ 48,000.00 $ 12,956.25 
The Estate of X. Y. Zeno—Yolande Zeno, Executrix 
Working Trial Balance 
December 31, 1937 
Trial Balance Transactions and Adjustments Trial Balance 
December 30, 1937 December 31, 1937 December 31, 1937 
EE ae $ 2,850.00 (1) $182,450.00 (3) $160,000.00 $ 25,300.00 
The Xenophon Cor- 
poration stock..... 28,000.00 28 ,000.00 
N. Y. Central R. R. 
4,800.00 (2) 2,400.00 
(1) 2,400.00 
U. S. Sorghum Com- a 
pany stock....... 32,000 .00 (2) 91,650.00 (1) 123,650.00 
U. S. Treasury notes 56,000.00 (2) 400.00 (1) 56,400.00 
Allowed claims—in- 
cluding interest 
First National Bank $ 48,000.00 $ 48,000.00 
County Treasurer 4,000.00 (3) 4,000.00 
Yolande Zeno..... 300 ,000 .00 300 ,000.00 
Theophilus Zeno... 24,000.00 24,000.00 
The Xenophon cor- 
poration........ 102,000.00 (3) 102,000.00 
William Jones..... 12,000.00 12,000.00 
Smith and Brown.. 54,000.00 (3) 54,000.00 
420,350.00 (4) 20,000.00 (2) 89,650.00 350,700.00 
$544,000.00 $544,000.00 
Reserve for profits (4) 20,000.00 20 ,000.00 
$454,500.00 $454,500.00 $404,000.00 $404,000.00 
Note: 
The reserve for profits tax is calculated below: 
Profit on sale of U. S. Sorghum stock. ..... $ 91,650.00 
Profit on sale of U. S. Treasury notes...... 400. 
Loss on sale of N. Y. Central R. R. stock. . * 2,400.00 
Profit to be realized on final liquidation of 
Xenophon Corporation................. 70,350.00 
* Red. 
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Xenophon Corporation 
Working Trial Balance 
December 31, 1937 
Trial Balance Transactions and Adjustments Trial Balance 
December 30, 1937 December 31, 1937 December 31, 1937 
$ 2,750.00 $102 ,000.00 
(1 8,000.00 (3) 350.00 $112,400.00 
Lima Bean Company 
85,394.73 (1) 85,394.73 
Claims against estate 
eae 102 ,000.00 (2) 102,000.00 
Accounts payable.... 350.00 (3 350.00 
Capital stock. ...... 100,000.00 (4) 100,000.00 
Ee 89,794.73 (4) 12,400.00 


$190,144.73 $190,144.73 


98,350.00 98,350.00 
(4) 14,050.00 14,050.00 
$300,144.73 $300,144.73 $112,400.00 $112,400.00 


COMMENTS 


(1) The examinee is told that the execu- 
trix has paid the preferred claims but he is 
left to decide for himself as to which claims 
are included in that category. In most 
states taxes, funeral expenses and legal 
services rendered for the estate are re- 
garded as preferred claims and they were 
so regarded in the above solution. 

(2) One cannot help wondering why the 
court ordered the claim of the Xenophon 
Corporation paid in full. There is nothing 
in the problem to indicate that this claim, 
arising from a loan to the testator, is of 


Solution to Problem 2— 


a higher rank than the claims of other 
creditors who will receive on liquidation 
only 26.99218% of their claims, provided 
the 123% tax is paid. 

(3) In the above charge and discharge 
statement the increase in the estate’s 
equity in the Xenophon Corporation over 
the value of that stock in the trial balance 
of the estate is not taken up. The account- 
ability of the executrix is based upon in- 
ventory values until such time as the 
assets in the inventory are converted into 
cash or other assets. 


The Producing Company 
Balance Sheet 
June 30, 1938 
Assets 
$8 , 100 ,000.00 
Liabilities 
Dividends payable to shareholders electing to take 4% cumulative nonparticipating preferred 

Stock before December 31, 1940. diane $ 96,000.00 


4% preferred stock, 480,000 shares, 


r value $10.00 per share. This stock is to be issued in ex- 


change for (1) 400,000 shares of 8% cumulative preferred stock now outstanding and (2) the 
right to dividends in arrears on the 8% cumulative preferred stock. The holders of the 8% 
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cumulative preferred stock have an option, which expires on December 31, 1940, to take in the Solut 
exchange 4% cumulative, nonparticipating preferred stock or 4% noncumulative participating | 
Common stock, 300,000 shares, par value $1.00 per 300 ,000.00 
Paid-in surplus: 
Excess of paid-in value of 300,000 shares of $10.00 par value common stock 
over the par value of 300,000 shares of $1.00 par value common stock.... $2,700,000.00 
Less: Amount transferred to 4% preferred stock............ 200 ,000 .00 Cash in 
Dividend on 4% cumulative preferred stock............. 96 ,000 .00 296,000.00 2,404,000.00 or te 
Account 
$8, 100,000.00 Current 
comp. 
Investm 
Note: On July, 1, 1938 holders of 90% of the 8% preferred stock elected to take in the exchange 4% cumulative, Py 
nonparticipating preferred stock. Baiting 
(1) Furnitu 
To record the payment of the dividend on 36,000 shares of 4% cumulative, Invento 
nonparticipating preferred stock (30,000 old shares) — 
Surplus 
(2) Net sale 
4% cumulative, nonparticipating preferred stock..................200005 360 ,000.00 Selling, 
To record the exchange of preferred stocks. : 
; (3) Other i 
To transfer dividend applicable to 12,000 shares of new preferred (10,000 old wep 
preferred) to paid-in surplus. The stockholders elected to take non-cumulative, oo 
participating preferred stock. Life ins 
(4) Depre 
4% non-cumulative, participating preferred $120,000.00 On ft 
To record the exchange of preferred stocks. Brepaid 
Selling, 
COMMENTS the 4% cumulative, nonparticipating 
(1) The statement presented above is shares. If any of the holders of the 8% Net pr 
an actual balance sheet and not one giving Preferred shares elect to take 4% non- 
effect to proposed changes. The recapitali- cumulative shares, then an amount equal 
zation plan was submitted to the stock- to 20 cents a share on the new noncumula- 
holders prior to June 30, 1938, and was tive stock issued should be transferred from (1 
approved by them to become effective on “dividends payable” to paid-in surplus. are] 
June 30, 1938. (4) The increase in the preferred stock prot 
(2) In the balance sheet at June 30, account came from earned surplus to the (2 
1938, it is not possible to classify the pre- extent of $600,000.00 and from paid-in “cay 
ferred stock as cumulative or noncumula- surplus for the balance, $200,000.00. In pacts 
tive since the shareholders have until all balance sheets prepared in the future eins 
December 31, 1940, to choose which class the earned surplus account should be one 
of stock they will take in the exchange. labeled to indicate that it dates from a (2 
The election on July 1, 1938 of holders of point of time subsequent to the date of pre 
ninety per cent of the 8% preferred shares incorporation. pro] 
is shown on the June 30, 1938 balance (5) There may be a temptation to write evel 
sheet as a footnote. down the intangible assets—and perhaps the 
(3) The liability for dividends payable they should be written down—but the to g 
is set up on the assumption that all holders recapitalization plan does not authorize ; 
of the 8% preferred stock will elect to take that treatment, 


ss 
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Solution to Problem 3— 


Anderson Company 
Workin, 


T Bal Profit and Loss 
(Before Closing) Debit Credit (After Closin 
Cash in banks........---+005 $ 180,000 (1) $ 10,000 $ 170,000 
Customers’ receivable. .... 80,000 80,000 
Accounts 900 ,000 (2) 400,000 500 ,000 
vances to sul iary 
t su ary com- 
500,000 (2) $400,000 900,000 
Machinery and equipment...... 50,000 (4) 200,000 250,000 
Furniture and fixtures......... 40,000 40,000 
Reserve for depreciation........ 35,000 7) 30,000 $ 165,000 
Life 200,000 100 ,000 
Inventory at January 1, 1937.. ,000 (@) io io, 000 $ 400,000 
Trade creditors 220,000 (1) 10,000 (Sb) 1 220,000 
Common stock 000 500,000 
000 960,000 
000 $5,800,000 
Purchases (Sb) 10,000 (Sa)510,000 3,000,000 
Manufacturing expenses........ 400,000 
(10) 5,000 8,000) 1,141,000 
(10a) 4, *000 
$7,555,000 $7,555,000 
Reserve for doubtful accounts.............eseeeeeceees (3) $ 58,000 $ 58,000 
3) $ 58,000 $ 58,000 
Inventory—December 31, 1937........+.seseeeseeeees 5a) 510,000 $ 510,000 
Life insurance premiums—1937 25,000 25,000 
Life insurance (6) 75,000 75,000 
c 
(7) 1,000 1,000 
(7) 4,000 4,000 
(8) 2,000 2,000 
Selling, administrative and general expense—1936....... (10a) 4,000 4,000 
$1,337,000 $1,337,000 $5,133,000 $5,840,000 
$5,840,000 $5,840,000 $2,615,000 $2,615,900 
COMMENTS (4) It is difficult to understand what 


(1) The adjustments on the work sheet 
are keyed to the numbered sections of the 
problem. 

(2) In the second adjustment the term 
“capital advances” was interpreted to 
mean that an investment of a permanent 
character had been made in the subsidiary 
company. 

(3) In adjustments 8 and 9 it was as- 
sumed that the prepayments had been 
properly set up at the end of 1936. How- 
ever, it would be possible to assume that 
the 1936 prepayments had been charged 
to general expense of 1936. 


the examiners meant in number 10 where 
it is stated that commissions charged to 
selling expenses include the accrued com- 
missions at December 31, 1937. If this 
item had been charged to selling expenses 
one would expect to find the liability set 
up in the trial balance but the only liabil- 
ity listed is labeled “trade creditors.” 
Accordingly, in the above solution it was 
assumed that the accrued commissions at 
December 31, 1936, were charged to sell- 
ing expenses of 1937, and that the accrued 
commissions at December 31, 1937, had 
not been entered. 


00 
00 
00 

00 

g 
4 

0 
n- 

al 

a- 
ym 
ck 
he 

in 

In 

re 

be 

a 

of 
ite 
ps 

he 
ize 


74 


Solution to Problem 4— 


Market rentals receivable. . 
Due from Railways and Electric 
Compan 


Materials and supplies......... 
Deferred charges to be provided 

Prepaid insurance............. 


Trust funds 


Expendable trusts: 


Permanent trusts: 


Water department 


Water rents receivable......... 


The Accounting Review 


City of 
Balance Sheet 
December 31, 1937 
Liabilities 
General fund 

$ 619,000.00 Accounts payable.............. 
18,000.00 
7, 742,000.00 Accrued salaries............... 
1,108 ,000.00 Reserve for encumbrances. ..... 
461,000.00 Reserves for miscellaneous pur- 
29,000 .00 Current 

200 ,000 .00 

380 ,000 .00 

382,000.00 

116,000.00 

73 ,000 .00 
$292 ,623 ,000.00 

Surplus invested in fixed assets 
$303 ,972 ,000 .00 
Trust funds 
Expendable trusts: 

$ 171,000.00 Expendable-trust-fund _bal- 
$ 12,684,000.00 


$ 13,947 ,000.00 Total liabilities.............. 
Water department 

$ 740,000.00 Accounts payable and accrued 

Reserve for water-department 

—__—_—— Surplus invested in fixed property 

$ 84,093 ,000.00 

Bond fund 
$ Reserve for encumbrances. ..... 


Unencumbered balance of bond- 
fund appropriations. . at 
Unappropriated balance........ 


Ss ssss 


$ 11,349,000.00 


$152,226, 000.00 
140, 397,000.00 


$292 ,623 ,000.00 
$303 ,972 ,000.00 


Sinks 


Part 


In 
Assets | 
General fund 
1,000°000 Spec 
General taxes receivable........ 114,000 Sp 
Accounts receivable............ 
Rents receivable............... 241 ,000 
Miscellaneous receivables....... 
actic 
Investments................ $ 12,684,000.00 
$ 1,000.00 Cash overdrafts............. 12,000.00 
1,262 ,000.00 Permanent-trust-fund balances 1, 251,000.00 ] 
| by 
86,000.00 thi 
176,000.00 pei 
4, 583,000.00 RE 
$ 4,872,000.0 aw 
Cal 
40 , 114,000.00 
as 
Bond fund of 
$ 1,089,000.00 tiv 
Bonds authorized but unissued. . 30,493 ,000 .00 hig 
20, 954,000.00 
10, 212,000.00 
Total assets. ................ $ 32,255,000.00 Total liabilities.............. $ 32,255,000. pa 


SS 
Ss ssss 
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= 
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Sinking fund Sinking fund 

Pare $ 25,457 ,000.00 Accrued interest on bonded debt $ 2,120,000.00 
. $ 25,457,000.00 Total liabilities. ............. $ 25,457,000.00 

Special assessment fund Special assessment fund 
Special assessments receivable... $ 1,084,000.00 Accrued interest on paving notes $ 2,000.00 
Paving notes payable.......... 610,000.00 
$ 1,084,000.00 Total liabilities.............. $ 1,084,000.00 

COMMENT 


If the cash overdraft in the 


rmanent trusts is not a bank overdraft it should be shown as an interfund trans- 


action, and the cash balance of the fund from which the loan was made should be reduced and a corresponding 


amount set up as a receivable from the trust funds. 


Solution to Problem 5— 


Zed and Company 
Statement of Distribution of Profit 
Year, 1938 
hare of profits Balance of minim 
Partners Salary Interest = agr J share A Total 

$10,000.00 $5,000.00 $10,000.00 $25,000.00 
2,000.00 6,666.67 $3 , 333.33 12,000.00 

Total payments...... $16,000.00 $12,000.00 $33,333.34 $3 , 333 .33 

$64 , 666.67 


GENERAL COMMENTS 


It is doubtful if very many teachers of 
accounting would be willing to accept a 
passing grade on the above set of problems 
as indicative of the successful completion 
by their students of the intermediate 
course in accounting. Yet on the basis of 
this set of problems and those which ap- 
peared in the December, 1938, issue of the 
REview our boards of examiners will 
award the C. P. A. certificate to many 
candidates. 

It is not the purpose of this department, 
as a few correspondents seem to think, to 
make the lot of the examinee more diffi- 
cult. On the contrary, one of the objectives 
of this department is to assist the prospec- 
tive candidate in his effort to achieve the 
highest distinction the accounting profes- 
sion has to offer—the C. P. A. certificate. 
However, we believe that examination 
papers can be prepared which, without 


adding to the burden of the qualified ex- 
aminee, will test the knowledge that has 
been acquired in the years of study in 
preparation for the examination. This 
examination is not of that caliber. 
Problem 1 is hardly a test of one’s 
knowledge of estate accounting; problem 
3, ambiguous in a few spots, and problem 
5 have no place in a C. P. A. examination. 
Problem 4 is sailing under false colors—it 
is not a problem. The sole exception in 
this group is problem 2 which contains 
some interesting points and requires the 
exercise of judgment. 
A suggested time schedule is given be- 
low: 
Problem 1 
Problem 2 
Problem 3 
Problem 4 


Problem 5 


60 minutes 
60 minutes 
45 minutes 
50 minutes 
20 minutes 


0.00 
0.00 
0.00 
0.00 
0.0 
0.00 
0.0 
10.00 
0.00 
10.00 
0.00 


CONVENTION REPORT 


American Accounting Association 
Proceedings of the Twenty-Third Annual Convention 
Detroit, Michigan 
December 28-30, 1938 


HE TWENTY-THIRD annual conven- 

tion of the American Accounting 
Association was held at the Detroit- 
Leland Hotel, Detroit, Michigan, on De- 


cember 28-30, 1938. The program was as 
follows: 


Wednesday, December 28, 2:00 p.m. 


General Topic: Accounting Theory and Practice; 
Chairman, E. A. Heilman, President. 

Papers given by: William W. Werntz, Chief Ac- 
countant, Securities and Exchange Com- 
mission, “Some Current Problems in Ac- 
counting.” 

Fred W. Woodbridge, University of Southern 
California, “Eliminating Ratios and Using 
Time as a Direct Factor in Determining 
Debt-Paying Capacity.” 

Perry Mason, University of California, “De- 
preciation and the Courts.” 


Wednesday, December 28, 8:00 p.m. 


Discussion session, no organized program. 
Chairman: George R. Husband, Wayne Uni- 
versity. 


Thursday, December 29, 9:30 a.m. 


General Topic: Governmental Accounting; Chair- 
man, Fayette H. Elwell, University of Wis- 
consin. 

Papers given by: Carl H. Chatters, Municipal 
Finance Officers Association, ‘The Present 
and Future of Governmental Accounting.” 

Ira R. Frisbee, University of California at Los 
Angeles, “The Application of Governmental 
Accounting Principles to Practice.” 

Gustave A. Moe, Public Administration Serv- 
ice, “Governmental and Institutional Cost 
Accounting.” 

George D. Bailey, Ernst & Ernst, Detroit, 
Michigan, “Practical Problems in Govern- 
mental Accounting.” 


Thursday, December 29, 2:00 p.m. 


General Topic: Round Table on the Teaching of 
Elementary Accounting; Chairman, Harvey 
G. Meyer, University of Tennessee. 


Speakers: Willard J. Graham, University of 
Chicago, “Accounting Courses for Students 
of Law.” 

William H. Conley, Wright Junior College, 
Chicago, “The Accounting Course in the 
Junior College.” 

General Topic: Round Table on the Teaching of 
Auditing; Chairman, W. D. Wall, The Ohio 
State University. 

Speakers: Paul E. Bacas, New York University, 
“The Content of the Course in Auditing.” 

T. W. Byrnes, Columbia University, “The 
Auditing Laboratory.” 

Edward J. Kirkham, University of Illinois, “Is 
There a Theory Basis for Audit Procedure?” 


Friday, December 30, 9:30 a.m. 


(Joint Session with the American Marketing 
Association.) 

General Topic: Cost and Marketing Problems 
Arising under Fair Trade Laws. 

Papers given by: C. E. Griffin, University of 
Michigan, “Economic Significance of Fair 
Trade Laws.” 

Herbert F. Taggart, University of Michigan, 
“Marketing Costs as Evidence in Connection 
with State Price Laws.” 

Harry J. Ostlund, University of Minnesota, 
“Quantity Discount Schemes under the 
Robinson-Patman Act.” 

Albert E. Sawyer, The Dennison Company, 
“Cost Accounting as Evidence before the 
Federal Trade Commission.” 

12:30 p.m. Luncheon with the Michigan Society 
of Certified Public Accountants. 


Friday, December 30, 2:00 p.m. 


General Topic: Accounting Principles; Chairman, 
W. A. Paton, University of Michigan. __ 

Papers given by: James L. Dohr, Columbia Uni- 
versity, “Legal and Accounting Concepts of 
Capital and Surplus.” 

John J. Reighard, University of Minnesota, 
“Capital Gains and Losses and Income 
Taxation.” 

A. C. Littleton, University of Illinois, “Re- 
vision of the Tentative Statement of Ac- 
counting Principles.” 
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Business Meeting of the Association 

The business session was called by 
President Heilman at 8:00 p.m. on Thurs- 
day, December 29. The chairman intro- 
duced the representative of the American 
Institute of Accountants, Mr. Thomas H. 
Evans. 

The first order of the regular business 
was the reports of officers. President Heil- 
man’s report follows: 

“T should like to report briefly on the 
activities of the executive committee and 
of the Association for the past year. Four 
meetings of the executive committee were 
held in Chicago during the year at which 
the annual program, business matters, 
publications, research, and membership 
plans were discussed. Three of the sessions 
were devoted largely to the revision of the 
statement of accounting principles, which 
it is hoped, will be completed sometime 
early next year. 

“A new monograph on accounting 
statements by Mr. M. B. Daniels, now 
with the Federal Reserve Board, was 
edited and approved for publication and 
will be available to members and others 
sometime in February. The committee 
feels this monograph will be a contribu- 
tion to accounting literature and that it 
isin accord with the best developments in 
financial statement presentation. 

“Sufficient copies of the Mason mono- 
graph, Principles of Public Utility De- 
preciation, published last year have now 
been sold to assure us that the publica- 
tion will make no permanent inroads on 
our Life Membership Fund and may 
ultimately return a small balance. This 
fund, as you will recall, has been set up 
as a revolving fund from the sale of life 
memberships at $100 and is to be used to 
support publication of studies. I should 
like to extend to all members, who feel 
they can afford to do so, the invitation 
to take out life memberships and thereby 
add to the funds available for publication 
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purposes. A considerably larger Life Mem- 
bership Fund would enable us to publish 
a number of worthwhile studies which 
would add to the prestige of the Associa- 
tion. Later in the program a proposal will 
be presented by the executive committee 
to add to this fund from current income. 

“We should like to invite members of 
the Association and others to submit to 
the research directors manuscripts which 
might make worthwhile contributions to 
accounting knowledge and literature. It 
is one of the prime objectives of this or- 
ganization to promote research and publi- 
cation in the field of accounting. While 
the fund at present will not permit the 
publication of extensive manuscripts, it 
is sufficient to finance a series of mono- 
graphs of 50 to 150 pages in length, which 
can be sold at a price of $1.00 or $1.50. 
The directors of research feel there must 
be manuscripts in preparation of which 
they do not know which might well be 
added to the series. The market for such 
publications will grow after we have a 
list of a half dozen or more really good 
studies available for distribution and it 
will then be possible to effect a wider dis- 
tribution for the whole series which will 
be a distinct asset in arousing interest in 
the work of the Association. 

“We invite the codperation of all mem- 
bers and especially of the heads of account- 
ing departments and others, who may be 
fostering research studies, in keeping the 
directors informed of projects which are 
in the offing and in putting the committee 
in touch with promising men who might 
undertake studies on subjects needing 
research work. 

“We still feel that one of our primary 
objectives should be the development of 
sound principles and practices in account- 
ing, and most of our sessions this year 
have been devoted to the discussion of 
moot points in accounting theory and of 
the fundamental principles which underlie 
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accounting practice. Nothing which the 
Association has done has aroused as much 
interest and as much discussion and criti- 
cism as the Tentative Statement of Ac- 
counting Principles published in 1936. 
That statement was put forth as a first 
step in what is still considered a movement 
of fundamental importance to all account- 
ants and to teachers of accounting; it was 
plainly designated as “tentative” and we 
hope this next year to publish a more com- 
plete statement of these principles, which 
will emphasize certain fundamental prop- 
ositions on which accountants should 
reach agreement. These propositions will 
also undoubtedly be subject to consider- 
able criticism and discussion. We hope 
they will be. Our annual meetings for the 
past two years have been thrown open to 
any criticism and the ACCOUNTING RE- 
view has welcomed both favorable and 
unfavorable comments. This practice will 
be continued and encouraged. 

“There is ample evidence that this pro- 
gram of study has borne fruit in the minds 
and practice of accountants. The last pro- 
gram of the American Institute at Cin- 
cinnati devoted a whole session to the 
topic of accounting principles. Some state 
societies have made it a subject for discus- 
sion at one or more meetings, and several 
accounting institutes have given such dis- 
cussion a prominent place on their pro- 
grams. We believe that from all this dis- 
cussion real good will result for accounting 
as a profession. 

“It still seems clear that if the account- 
ing profession itself will not agree on some 
of these fundamentals, government agen- 
cies will write such propositions into the 
administrative law of the country and 
accountants will have to accept their rul- 
ings. It seems infinitely preferable that the 
accountants themselves should come to 
some measure of agreement before this is 
forced upon them. 

“Our committee does not feel that the 


Statement of Principles published a year 
ago by the Institute is a satisfactory codifi- 
cation of accounting principles or practice, 
and hopes that a more acceptable one can 
be prepared. 

“Tt must be recognized, of course, that 
no small group of ten or twelve can hope 
to continue to work on a subject of this 
kind without finally exhausting its ideas 
and its resources. Others will have to 
carry on the study, and codperation be- 
tween various groups of accountants will 
be necessary to carry the work to a reason- 
able solution. 

“Our membership committee this year 
has attempted to get in touch with all 
teachers of accounting to solicit their 
membership in the Association. In certain 
sections of the country the canvass has 
not progressed as well as it should, whereas 
in other parts there has been fair success. 
We are still far short of the goal of having 
every teacher of accounting in the country 
on our rolls. The larger problem, however, 
is to interest public, private, and goverm- 
mentalaccountants inafhliating themselves 
with the Association. If this Association is 
ever in reality to become The American 
Accounting Association, it must draw a 
larger proportion of its members from out- 
side the teaching profession. It was the 
hope of those who were instrumental in 
changing the character and name of the 
association in 1935 that it would ulti- 
mately become the one organization recog- 
nized as most fully representing the study 
of accounting as a field of learning and be 
comparable to the American Economic 
Association, the American Medical Asso- 
ciation, the Mathematical Association, 
and other learned societies. To reach this 
status it is necessary to give programs of 
general interest to accountants and to pub- 
lish worthwhile contributions to account- 
ing literature until the Association shall 
be recognized as the most important con- 
tributor to accounting knowledge. In the 
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meantime, we need the codperation of our 
members in acquainting practicing ac- 
countants with the aims and work of the 
Association and in assuring them that 
their affiliation with us would be wel- 
comed. We have as our members a consid- 
erable number of non-teaching account- 
ants but are far short of the number we 
need to give the Association its proper 
standing as a learned society. I also invite 
the codperation of all members to see that 
all teachers of accounting in the colleges 
are induced to affiliate themselves with 
the American Accounting Association. I 
consider it the duty of every teacher to 
take part in and support the work of one 
or more societies in his field of work, and 
surely the ACCOUNTING REVIEW should be 
in the possession of every teacher. It alone 
is adequate return for our rather moderate 
dues. Your help is earnestly solicited. 

“The ACCOUNTING REVIEW has con- 
tinued the high quality of publication 
which has won it recognition as probably 
the leading accounting periodical in this 
country. You will have noticed that the 
number of articles and other contributions 
has increased considerably over prior 
years and recent issues have contained 120 
pages, which is a fifty per cent increase 
over the issues of several years ago. The 
section on professional examinations, in- 
troduced in 1937 and prepared by Profes- 
sor Chamberlain, is extremely useful to 
teachers, accountants, and students. 

“The favor with which the magazine is 
received is also indicated by the large in- 
crease in subscriptions and in the amount 
of advertising obtained during the past 
year. It is significant to us all that this 
year for the first time subscription and 
advertising income are sufficient to cover 
publishing costs. This leaves the dues of 
members free for furthering the other ob- 
jectives of the Association. I believe this 
is a significant milestone in our progress 
and that credit must be given to the con- 


tributors for the character of their articles 
and particularly to the editor, Mr. Kohler, 
and to Mr. Chamberlain, our secretary, 
who has so efficiently handled the business 
end of the undertaking. 

“The treasurer’s report will prove that 
this has been the most prosperous period 
financially in the history of the organiza- 
tion. A very gratifying balance of income 
has been realized, largely through the suc- 
cess of the REVIEW. 

“During the year Mr. Werntz of the 
Securities & Exchange Commission has 
submitted accounting opinions for the 
committee’s comment, a practice which 
we hope he will continue. Recently, the 
Central Statistical Board has invited our 
coéperation in a survey of the duplica- 
tions involved in the reports required of 
corporations to various government agen- 
cies. A committee of the Association will 
probably be appointed to codperate with 
other accounting organizations in this im- 
portant study. 

“Our educational committee has not 
been assigned any particular projects this 
year, but several studies of collegiate 
training in business and accounting are 
being made by other organizations, and it 
is likely that we shall be called upon in the 
near future to take part in one or more of 
these. 

“These projects point to some signifi- 
cant work which we can be doing in the 
coming year, and if the financial situation 
continues as favorable for the next few 
years, this Association can make more 
worthwhile contributions to the teaching 
and practice of accounting.” 


Report of the Secretary-Treasurer 


Secretary-Treasurer Chamberlain pre- 
sented a report of the membership and of 
the financial condition of the Association 
which is included in the auditor’s report. 

In view of the financial condition of the 
Association the members present unani- 
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mously approved the transfer of $500.00 
from the General Fund to the Life Mem- 
bership Fund. 


Report of the Director of Research 


Professor Paton, Director of Research, 
reported on the progress that had been 
made during the past year on the various 
research projects of the Association. Pro- 
fessor Paton reported that a monograph 
—the second in the Association’s series— 
was now on the press and would be re- 
leased early in 1939. The title of this new 
monograph is Finanical Statements and 
the author is Doctor M. B. Daniels. 


Report of the Committee on Constitution 


The following report of the Committee 
on Constitution was presented by President 
Heilman and unanimously approved by 
the members: 

“Wherever in the by-laws of the Asso- 
ciation the words ‘director of research’ 
appear there be substituted the words 
‘directors of research’.” 


Commiitee on Nominations 


Professor Elwell, Chairman, made the 
following report: 
“The Committee on Nominations offers 
the following candidates in nomination: 
“President: Sidney G. Winter, Univer- 
sity of Iowa. Vice-Presidents: Carman G. 
Blough, Arthur Andersen & Company; 
Perry Mason, University of California; 
George A. MacFarland, University of 
Pennsylvania. Secretary-Treasurer: Henry 
T. Chamberlain, Loyola University. Edi- 
tor: Eric L. Kohler, Tennessee Valley 
Authority. Directors of Research: William 
A. Paton, University of Michigan; A. C. 
Littleton, University of Illinois. 
Respectfully submitted, 
James L. Dohr 
William A Paton 
Fayette H. Elwell, Chairman 
It was moved and seconded that the 


president be instructed to cast a unani- 
mous ballot for the election of officers 
nominated. After asking for other nomina- 
tions from the floor and receiving none, 
President Heilman put the motion and it 
was passed unanimously. 


Resolutions 


Hiram T. Scovill, Chairman of the Com- 
mittee on Resolutions, introduced a mo- 
tion that the Association express its deep 
sorrow at the recent death of Mr. John R. 
Wildman, the first president of the Ameri- 
can Association of University Instructors 
in Accounting. The following resolution 
was adopted: 


John R. Wildman, formerly professor of Ac- 
counting in New York University and for many 
years identified with Haskins & Sells, was the 
first president of the American Association of 
University Instructors in Accounting (of which 
this Association is virtually a continuation). To 
his foresight and interest probably more than to 
those of any other one individual may be attrib- 
uted the formation of the Association twenty- 
three years ago. 

During more recent years his health has pre- 
vented his active participation in the affairs of 
the Association. Up to the time of his death, 
however, in September, 1938, he maintained an 
interest in the welfare of the Association and was 
always willing to assist in an advisory manner in 
promoting its ideals and purposes. 

In view of his intimate relationship with, and 
keen interest in the Association, and in view of 
the esteem in which he was held by the members, 
be it hereby 

Resolved: That in the death of John R. Wild- 
man, Accounting education and the Accountancy 
profession have lost a practical thinker, an ex- 
cellent teacher, a profound scholar, a reliable 
author and a valued leader in professional 
thought and conduct. 

Be it further resolved that a copy of this reso- 
lution be incorporated in the minutes of this 
meeting and a copy transmitted to his family 
and to the firm of which he was a member. 


James L. Dohr called for a rising vote 
“to express our appreciation of the work 
of Mr. E. L. Kohler who, as editor of the 
Accountinc REview, has been responsible 
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Convention Report 


for bringing that magazine to the position 
it holds today as the leading publication 
in the field of accounting.” 

President Heilman thanked the officers 
and committees who worked with him 
during the year and made special mention 
of the fine work of the Committee on Local 
Arrangements. 


Report of Auditor 


Subsequent to the annual meeting, the 
following report was filed with the Presi- 
dent: 


“American Accounting Association: 

“T have made an examination of the accounts 
and records of your treasurer, Henry T. Chamber- 
lain, for the year ended December 31, 1937. All 
records were found to have been carefully pre- 
pared and to be in good order. 

“The accompanying statements of the Associa- 
tion, namely, 


Fund Exhibit No. Title 


General I Balance Sheet as at De- 
cember 31, 1938. 
Statement of Income and 
Expense for year ended 
December 31, 1938. 
Balance Sheet as at De- 
cember 31, 1938. 
Statement of Income and 
Expense for year ended 
December 31, 1938. 


General II 


Life Membership _ III 
Life Membership IV 


correctly set forth the financial position as at 

December 31, 1938, and the operating results for 

the year ended that date for each of the funds. 
(Signed) Harry D. Kerrigan 

Northwestern University 

January 21, 1938” 


Exuisit I 


American Accounting Association 
Balance Sheet—General Fund 
December 31, 1938 


Assets 


Dues receivable.............. $ 542.00 
reserve for bad debts... .. 486.00 56.00 
Subscriptions receivable....... $ 93.80 
Less reserve for bad debts. ... . 54.90 38.90 
Advertising receivable................... 345 .08 
22.00 
$2,400.93 


81 
Liabilities and Net Worth 
Deferred dues income.................+. $ 120.00 
Deferred subscription income............ 607.10 
Net worth: 
Balance December 31, 1937.. $ 981.65 
Net income for the year ended 
December 31, 1938....... 1,192.18 
$2,173.83 
Less transfer to Life Member- 
Total liabilities and net worth......... $2 ,400.93 
Exuisit IT 


American Accounting Association 
Statement of Income and Expense—General Fund 
For the Year Ended December 31, 1938 


Income: 


Dues income............... $2,735.00 

Subscription income........ 2,016.83 

Advertising income......... 1,299.24 

Miscellaneous income....... 5.66 $6,056.73 
Expense: 

ACCOUNTING REVIEW....... $2 ,967 .34 

Executive committee expense 432.66 

Secretary’s compensation... . 350.00 

Editor’s compensation. ..... 350.00 

Printing, postage and station- 

341.81 

Clerical expense............ 67.50 

Bad debts—dues........... 275.40 

Bad debts—subscriptions. .. . 18.00 

Miscellaneous expense....... 61.84 $4,864.55 
Net income (Exhibit I).................. $1,192.18 

Exatsit IIT 


American Accounting Association 
Balance Sheet—Life Membership Fund 
December 31, 1938 


Assets 
Accounts receivable—mono- 
Less reserve for bad debts. ... 5.90 14.20 
$2,135.74 
Net Worth 
Contribution of life members: 
Transfer from General Fund............ 500.00 
Deficit: 
$ 259.34 
1938 Net income.......... 220.08 39 .26* 
$2,135.74 


* Deduct. 
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Exursit IV 


American Accounting Association 
Statement of Income and Expense—Life 
Membership Fund 


For the Year Ended December 31, 1938 
Income: 


Sale of monographs. . a 
Interest on bank deposits. . 


. $275.46 


Expense: 
Royalties. . . 
Bad debts—monographs..... 6.90 
Miscellaneous expense........... 37.75 
Net Income (Exhibit ITT)................-- 


18.46 $293.92 


73 .84 


$220.08 


SCHEDULE I 
American Accounting Association 
Analysis of Membership 
For the Year Ended December 31, 1938 

Number of members at December 31, 1937.... 679 
New members: 

Secured in 1938 starting in 1938........... 70 

Secured in 1938 starting in 1939........... ee 

750 

Decreases: 

Resignations in 19 

Dropped in 1938. 14 3% 
Balance, Membership at December 31, 1938...... 714 
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BOOK REVIEWS 


Cost Accounting. Clarence L. VanSickle (New York: 
Harper & Brothers, 1938, pp. viii, 998, $4.50). 


Civilization may be at the cross-roads but life some- 
how must go on, and text books somehow manage to 
get written. The fluidity of our social institutions has 
caused a general reappraisal of many of our most cher- 
jshed ideas and ideals. Even that ancient civilizer the 
accountant must revise his age-old techniques and con- 
cepts. Nowhere is this more true than in the field of cost 
accounting where the accountant must adapt his tools 
to the shifting pattern of modern industrialism. Pro- 
fessor VanSickle’s book is a fine effort in this direction. 
It represents the scholarly distillation of many years of 
experience and thought. 

Divided into eight parts which cover, respectively, 
cost applications, cost factors, cost elements, cost sys- 
tems, standard costs, cost adaptations (differential costs 
and joint and by-product costs), marketing costs, and 
budgets, the book totals thirty chapters. In size alone it 
is impressive; of its one thousand pages, 713 represent 
text matter, 265 pages are devoted to problems includ- 
ing three laboratory sets (job order, process, standard), 
the balance for the index. The space devoted to problems 
is unusually large, but only through the medium of 
problems can students overcome their fear of cost 
accounting. In addition, each chapter concludes with a 
list of questions and a short bibliography.—It is to be 
regretted that only texts are referred to in the bibliog- 
graphy when such a wealth of materials is available in 
the bulletins of the N.A.C.A. 

The best chapters in the book in the opinion of this 
reviewer are chapters 4, 5, and 14. Chapters 4 and 5 on 
cost classifications and interrelationship of cost com- 
ponents are important for beginners in cost accounting. 
They serve as a medium of orientation and as such rep- 
resent good jobs, well done. Chapter 14 on overhead 
expense distribution is unusually clear and exhaustive. 

Particularly welcome are the sections devoted to 
standard costs, differential costs and marketing costs. 
It is high time that accountants address themselves 
seriously to the problem of differential or marginal 
costing. So far this has been done rather hesitantly by 
accountants, but with more assurance by economists 
and economic statisticians. The author has bridged 
rather nicely the gap between the concept of J. M. Clark 
and the needs of the modern buisness executives for 
better cost information at different rates of output. 
Here for practically the first time an accountant has 
tackled the technique of differential cost analyses and 
shown the uses to which the information can be put for 
cost accounting purposes. 

The chapter arrangement while admittedly a matter 
of personal preference could in this reviewer’s opinion be 
improved somewhat. Chapter 3 on cost reports comes 
rather early in the text. The chapters on budgetary 
control might well come before the chapters on standard 
costs. As matters now stand, the author is compelled to 
explain the nature of the budget in dealing with stand- 
ard costs; hence, there is a certain amount of repetition 
in the budget chapters. 


In a book the size of the present volume, most ques- 
tions and differences of opinion are bound to arise.Thus, 
the introduction of methods of pricing finished goods and 
cost of sales as early as chapter 3 (pp. 34 ff.) seems some- 
how out of place. Also, the so-called moving average 
method of pricing (p. 37) is not really a moving aver- 
age as statisticians define the term. Interest on invested 
capital as a production cost brings up all the pros and 
cons of this much debated topic, particularly the in- 
terest rate to be charged, once the propriety of the 
charge is admitted. In chapter 15 on applied burden 
rates or overhead cost apportionment (pp. 310 ff.) the 
distinction Professor VanSickle makes is not strictly 
speaking true. He speaks of the labor cost, labor hour, 
and unit cost methods as based on actual costs, 
the others representing predetermined costs. In appor- 
tioning the overhead expenses by the first three methods 
it is quite possible that an estimated, not an actual, 
amount of overhead expense is charged to the cost of 
production. All that is necessary to calculate applied 
expenses by the direct labor hour rate, for example, is to 
base it on future expectations rather than past experi- 
ence. Finally, the author has done a good job in present- 
ing wherever possible charts, forms, and other exhibits. 
Particularly valuable is the organization chart in chap- 
ter 1, the chart showing relationships between general 
and cost accounts in chapter 7, and the time study 
exhibits on pp. 220 ff. Altogether Professor VanSickle is 
to be congratulated for turning out a work of such ex- 
cellence. Cost accountants, present and future, are the 
direct beneficiaries and should feel indebted to him. 

THEODORE LANG 
New York University 


Bookkeeping and Accounting. Arthur Henry Rosen- 
kampff and William Carroll Wallace. (New York: 
Prentice-Hall, Inc., 1938. pp. 562. $1.80.) 


This is a revised edition of the authors’ text under 
the title of Bookkeeping Principles and Practice. It 
is an advanced course and is expected to provide ma- 
terial for a second and third year of accounting. 

The book begins with a general review of the work 
of the first year and then takes up in succession the 
problems presented by controlling accounts; accrued, 
deferred, and estimated items; financial statements; 
cash; partnerships; business papers; corporations; sim- 
ple manufacturing accounts; the voucher system; con- 
signments; and single entry. At the end is an appendix 
containing definitions of the common commercial terms 
which should prove very useful. 

Throughout the book the authors have followed the 
policy of dividing the more difficult subject matter into 
two or more sections and treating each part fully be- 
fore introducing another one. For example, accrued, 
deferred and estimated items are discussed in separate 
chapters. The various types of adjusting entries are dis- 
cussed briefly along with illustrations of journal entries 
and ledger accounts. The illustrations are very complete 
showing the adjusting entry, the closing entry, and the 
reversing entry. 
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The procedure followed in handling the subject mat- 
ter pertaining to partnerships is to break the material 
down into three parts and devote a separate chapter to 
the discussion of each part. The first chapter on partner- 
ships is devoted to the introduction of the subject and 
the opening entries for partnerships. Six different cases 
covering the organization of a partnership are assumed 
and each case is illustrated by journal entries and a bal- 
ance sheet. The next chapter is a discussion of the opera- 
tion of a partnership and covers such items as salaries, 
withdrawals of profits, loans, interest on loans and capi- 
tal, and the closing of the profit and loss account. A 
third chapter on this topic is devoted to the simple 
problems in connection with the dissolution of a part- 
nership. 

The discussion of corporations is covered in four 
chapters. The first is given over to a general discussion 
of corporations, stock, management, etc. The second 
chapter on corporations is on the topic of opening en- 
tries. Here the various capital accounts are introduced 
and several illustrations are used showing both the 
journal entries and the balance sheets. This is followed 
by a chapter on the corporate accounts not previously 
introduced such as surplus, treasury stock, organization 
expenses, bonds payable, etc. The discussion of this sub- 
ject ends with a fourth chapter on typical corporation 
records. Taken as a whole the four chapters make a very 
satisfactory introduction to the problems of corporation 
accounting. 

At the end of each chapter is a number of short prob- 
lems or exercises which should give the students an 
opportunity to ascertain their understanding of the 
principles and test their ability to use them. The text 
also contains five practice sets, each of which is given 
after a particular part of the work has been completed. 
There are also three chapters which provide supplemen- 
tary exercises. Considering everything there is a wealth 
of problem material which should be sufficient to pro- 
vide work for the two years during which the book is 
supposed to be used. 

The book is well illustrated and the discussion is 
clear and brief which should assist in holding the atten- 
tion of the student. The brevity, however, may be a dis- 
advantage as it often results in the giving of insufficient 
explanation concerning the reasons for the use of a par- 
ticular method and in some cases the procedure is stated 
without explanation. This results in stressing the “how’’ 
at the sacrifice of the “why.’’ Nevertheless the book 
should fit into the program of many schools and the 
authors have presented the material in such a way that 
the student should learn the “how” which, after all, 
is one of the most important things in the teaching of 
beginning bookkeeping and accounting. 

H. HEATON BAILEY 

University of Illinois 


Origin and Evolution of Double Entry Bookkeeping. A 
Study of Italian Practice from the Fourteenth Cen- 
tury. Edward Peragallo. (New York: American In- 
stitute Publishing Company, 1938. Pp. 156. $5.00.) 


This work is a welcome addition to the literature on 
a period peculiarly important in the history of Account- 


ing. The development of double entry in the fourteenth, 
fifteenth, and sixteenth centuries was intimately related 
to the commercial revival accompanying the Italian 
Renaissance.—The increasing complexity and scope of 
commerce created a need for more complete analysis of 
transactions as a basis for more comprehensive records, 
Dr. Peragallo in this work presents a background of fact 
in which this interaction between the bookkeeping and 
commerce of the period may be examined. 

The book is divided into three parts. In the first part 
(some fifty pages) the development of double entry is 
traced in Genoa, Florence, and Venice, and some con- 
sideration is given to Florentine industrial accounting, 
Typical transactions from the books of account which 
have been preserved are presented and translations are 
provided. The whole is skillfully woven together to give 
a picture of early stages of double entry in terms of the 
transactions with which bookkeepers of the time were 
concerned. 

Part II is devoted to a complete treatment (possibly 
too complete in that it includes a description of the work 
of many persons who did not exercise great influence 
on the development of the art) of the writings on 
bookkeeping beginning with Cotruglio in 1458 and 
Pacioli in 1494, This treatment is very complete. It is 
possible, however, as the author shows, to trace the 
development of current practice through the writing of 
contemporary authors most of whom like Pacioli, de- 
scribed what they considered to be the best practice of 
the time. 

In Part III only thirteen pages are devoted to the 
consideration of the functional development of double 
entry. This aspect of the matter is very interesting from 
the point of view of modern accounting, and one might 
wish that it had been expanded somewhat. 

The work is well documented and furnishes compre- 
hensive material for a study of double entry in Italy. 
Dr. Peragallo might with advantage have gone futher 
in relating bookkeeping development to the history of 
the time, especially to such matters as the relation be- 
tween travelling merchants and sedentary merchants, 
temporary partnerships and terminal partnerships, and 
the nature of the commerce then being conducted. His 
critical interpretation of the extent to which accounting 
adapted itself to the business procedures of the time is 
one of the most valuable features of the study. 

Excellent typography further adds to the attractive- 
ness of the book. 

W. A. Hosmer 

Harvard University 

Graduate School of Business Administration 


Auditing. Ernest C. Davies. (New York: The Ronald 
Press Company, 1938. $4.50.) 


This is a textbook on Auditing. It consists of fifteen 
lecture units, in loose-leaf form. 

Each unit contains a discussion of principles and pro- 
cedure, including questions for study and questions for 
discussion. A home assignment follows each chapter. 
Fifty-one Model Solutions and forms of work papers 
are included. 

It is well arranged for study in that each unit is care- 
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fully outlined, and the presentation is simple and clear. 
Actual working papers and model solutions supplement 
and illustrate the work in each chapter. There is a bib- 
liography of reference readings at the end of each unit 
for supplementary reading and study. 

Answers and solutions to the home assignment in 
each chapter are included with the succeeding units, 
beginning with Unit three which includes solution to 
Unit one. 

It should be noted that this material is intended as a 
text for students of auditing, and not for a reference 
manual. Stress is therefore laid on the three essential 
steps involved in Audit work. (1) What to do (2) how 
todo it, and, to some extent, (3) how much to do. 

A chapter outline is as follows. 

Chapter 1. Preparation for an Audit—Terms and Defi- 
nitions 

. Mechanics of Auditing 

. Cash and Cash Funds 

. Receivables 

. Inventories 

. Investments and Deferred Charges 

. Fixed Assets 

. Valuation of Fixed Assets: Wasting Assets: 
Intangible Assets 

9. Current Liabilities 

10. Funded Debt: Reserves: Contingent Lia- 

bilities 

11. Proprietorship—Profit and Loss 

12. Closing the Audit 

13. Certificates 

14. Special Points in Various Industries 

15. Detailed Audits: Internal Audits 


W. J. Goccin 


Un 


Boston University 
College of Business Administration 


Intermediate Accounting. Jacob B. Taylor and Hermann 
C. Miller. (New York: McGraw-Hill Book Company, 
Inc., 1938, pp. xvi, 667. $4.00.) 


The work is a revised edition in one volume of the 
well-known text of the same name by these authors 
which appeared originally in two volumes. The chapter 
arrangement is exactly the same in the new edition as in 
the old and a comparison of the two editions shows that 
the text matter in the old occupies 591 pages, and in the 
new 556 pages. Consequently there is no great change 
in the overall length of the text material. The problems, 
which occupied 241 pages in the old edition cover only 
87 pages in the new. But it is the intention of the pub- 
lisher, to accompany the text with additional problem 
material for the next two years, so that alternative 
problems would be available for class and homework 
use, 

That the authors undertook to revise the text is 
praiseworthy since accounting theory more than ever 
before finds itself caught in the cross currents of social 
and business concepts which are in a state of flux. Inter- 
mediate accounting traditionally deals with accounting 
theory, particularly that portion of it relating to valua- 
tion, and the last five years have produced a wealth of 


situations which provide new material for study and 
make it necessary to reformulate existing concepts. 
Some recognition has been given to these matters by 
the authors, particularly in the introductory chapters: 
Additional material has been incorporated in chapter 7 
on accounts of construction contractors; in chapter 10 
on returnable containers, and in chapter 23 in the treat- 
ment of stock dividends in consolidated balance sheets. 
The treatment of the latter seems a little awkward, the 
reviewer preferring the method of Finney (see Jnter- 
mediate Accounting, Vol. 1, p. 264, second case). Many 
other items of secondary importance have been added, 
and the questions at the end of each chapter have been 
considerably revised. 

The authors have adhered to their earlier plan of 
carefully worked out illustrations to emphasize their 
points. The arrangement of the topics is, of course, 
strictly a matter of opinion. However, the major topics 
can without difficulty be arranged to suit the whims of 
individual instructors. The opening chapters are de- 
voted to a discussion of the problem of valuation, state- 
ment preparation and analysis, including statement of 
funds and their application, and of net profit variation. 
The latter has been done with great care and while not 
treated exhaustively, several methods of analysis are 
shown so that the student is stimulated to try further 
analytical methods. 

Chapters 6 through 15 are devoted to the problems of 
valuation of balance-sheet items. Beginning with 
chapter 16 special topics are considered: first consign- 
ments, followed by installment sales accounting, and 
branch-house accounting including foreign branches 
and the consequent development of foreign-exchange 
accounting. 

Branch accounting serves as a convenient introduc- 
tion to mergers, holding companies and consolidated 
balance sheets (chapters 19 through 24). Accounting 
for business in liquidation accounts for the next four 
chapters (25 through 28). The concluding chapter deals 
with estates and trusts. 

Undoubtedly the greatest attraction of the new work 
is its appearance in one volume which increases its use- 
fulness many times. That the condensation has been 
accomplished without loss of text matter is a further 
source of satisfaction. In its new form, the work should 
find, and deservedly, many new friends. 

THEODORE LANG 

New York University 


Making the Annual Report Speak for Industry. First 
Edition. Compiled by the National Association of 
Manufacturers—James P. Selvage and Morris M. 
Lee. (New York: McGraw-Hill Company, Inc., 1938, 
pp. xii, 187. $4.00.) 


This is not primarily a book on accounting; it is a 
book on the personal relations of industry with stock- 
holders, employees, and the public. Its 180 pages of 
expository text and illustration are, indeed, classified 
into sections devoted to these three groups—72 pages 
to stockholders, 96 pages to employees, and 13 pages to 
the public. As a matter of fact, the subject matter 
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which the book presents is not as sharply divided as 
this arrangement would suggest—a good deal of it is 
addressed to all three groups alike. The bulk of the 
book is occupied with illustrations from many actual 
company reports, and a handsome showing of their 
statistical and pictorial material is made possible by the 
large format and art paper used in the volume. 

The theme of the book is plainly told in brief quota- 
tions appearing in the inside jacket. There Chairman 
A. P. Sloan, Jr., urges that the annual report embrace 
‘not only important facts of the year’s business, but 
...economic and political trends...” Chairman 
James F. Bell thinks that “the clarity of good English 
and vivid illustration in place of the mystic jargon of 
accountancy” is what management owes to stockholders 
and jobholders alike. The Foreword opens with the 
question: ‘What does the workman know about the 
business that employs him?” The rest of the book is 
concerned with answering this question, and with illus- 
trating in striking and graphic fashion how far business 
has gone in the attainment of these objectives. 

Most people have been aware that this movement 
for the simplification and wider diffusion of information 
about business has been under way for some time. The 
extent of it, as here portrayed, will nevertheless surprise 
them. The compilers have examined some 2,000 com- 
pany reports, and from them have selected presumably 
the more striking examples: the index consists for the 
most part of the names of the 110 or so corporations 
whose reports are partly or wholly reproduced, and 
most of the companies are referred to several times. 
Swift & Company’s prize steers are here, and so is the 
chart of their sales dollar; the gross income of National 
Steel Corporation is stated in percentages of a ladle of 
glowing molten steel. The division of income is in fact 
one of the most conspicuous topics in the section on 
reports to stockholders; it is somewhat striking that it 
is almost wholly absent from that dealing with reports 
to employees. If this should represent the facts of prac- 
tice, and not a mere accident in compilation, one may 
venture to say that this sort of information is probably 
as interesting to employees as to stockholders—and as 
important. 

The stockholder examples are classified into (1) 
Selling industry, (2) Treatment of economic and social 
aspects of the business, (3) Treatment of financial facts, 
and (4) Treatment of operating and product facts. Ac- 
countants will naturally be most interesting in the third 
of these sections, where the main note is on ““The Hu- 
manized Stockholders’ Report,” with such variations as 
“Humanized Balance Sheet and Income Account” and 
“The Human Side of the Ledger.” The reader wonders 
if, in some cases, these diagrammatic treatments do 
really aid the understanding; and whether the human- 
izing might not go a step further with very large 
amounts, by stating them in round millions instead of 
giving us the last dollar. This relates, not to formal state- 
ments, but to narratives of the friendly chat style. In 
making his records and preparing his reports, the ac- 
countant should not be expected to throw away his 
precision methods; but when it comes to popularizing 
the results thus found, one feels the companies might in 


many cases do an even better job in making their figures 
readily assimilable. 

The highlights of the section on reports to employees 
are Monsanto’s ‘Employees’ Edition of the Annual Re. 
port” (pages 103-119) and President Brown’s “Report 
to all members of the Johns-Manville Organization” 
(pages 121-131). Numerous other companies are well 
quoted, however, and it is interesting to note the cases 
in which it is pointed out that the ultimate masters of 
competitive industry are the customers. This important 
and thoroughly sound idea deserves to be better known 
and more fully understood. 

These efforts of the managers of business to explain 
to all concerned their activities, their problems, how 
they make their gross income, how they spend it, the 
political and economic influences to which they are sub. 
ject, their plans and hopes for the future, the parts 
played by the various contributing groups, can, if in- 
telligently and honestly pursued, do more than all the 
regulations of government to promote insight and un- 
derstanding of business. There is no question but that 
the efforts should be continued and expanded; the only 
question is as to the modes of expression and the kinds 
of subject matter which will best serve the purposes 
contemplated. There are those who will call these com- 
pany reports “propaganda’’—meaning merely that they 
themselves are unsympathetic. Color is lent to this view 
by the urging that executives “become units of propa- 
gation”; Charles R. Hook is quoted as saying: “We are 
too timid in advocating the capitalistic system”; there 
are in places undertones of political criticism. It is nota- 
ble that these appear in the editorial portions of the 
book rather than in the company reports reproduced. 
Here lies the possible weakness and danger; if these 
“humanized” reports go in too directly for being “units 
of propagation”—if they become over-anxious in “ad- 
vocating the capitalistic system”—they will defeat 
their own purpose. They need not do this. They havea 
wonderful story to tell of human effort and accomplish- 
ment in serving the needs of mankind. Plainly and 
simply told, the facts will speak for themselves; they 
will be the most effective advocates and propagandists. 

T. H. SANDERS 

Harvard University 

Graduate School of Business Administration 


Debts and Recovery: A Study of Changes in the Internal 
Debt Siructure from 1929 to 1937 and a Program for 
the Future. Albert C. Hart and the Committee on 
Debt Adjustment of the Twentieth Century Fund. 
(New York: The Twentieth Century Fund, 1938. Pp. 
xxvi, 366. $2.75.) 


During recent years there has developed increased 
interest in the part played by debt in our economic order 
and in the extent to which the existence of fixed obliga- 
tions has contributed to the depression. This book 
undertakes to show “what has happened to the debts 
of individuals, corporations, and government bodies i 
these years and to suggest policies by which debts can 
be more easily adjusted in the future to the ups and 
downs of the business cycle.” 
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The factual findings, together with some analysis, 
are contained in the first seven chapters. Chapter 1 
discusses the general problem of the relation between 
debts and the depression. Then follow three chapters 
dealing with the debt situation of credit institutions, 
including commercial banks, mutual savings banks, 
building and loan associations, life insurance companies, 
guaranteed mortgage companies, and various Federal 
agencies. Chapters 5, 6, and 7 deal with debts of in- 
dividuals and unincorporated firms, of corporations, 
and of government bodies respectively. In each case the 
attempt is made to consider how the debt problem was 
related to the depression and how its handling affected 
recovery. 

It should be noted that this study defines a debt as 
“a recognized obligation to pay a definite sum of money, 
either on demand or after specified notice, or at a defi- 
nite date, or in installments on a definite series of 
dates.” This means that not only government and 
corporation bonds and mortgages are included, but 
also such obligations as savings bank deposits and 
life-insurance cash-surrender values. These latter 
items represent, in a certain sense, mutual owner- 
ship of the debts held by banks and insurance com- 
panies. Whether they should be included in the debt 
total depends, it seems to the reviewer, upon the use to 
which the total is to be put. Any debt total is of little 
value without information as to its composition, matu- 
rity dates, interest rates and various other factors. For 
example, the author’s estimate that the total of out- 
standing debt was about the same in 1937 as in 1929, 
the increase in government debt having been offset by 
declines in other classes, has been given publicity by 
Mr. Eccles and others. But in the reviewer’s opinion the 
conclusion that therefore there is no cause for alarm is 
neither justified nor borne out by this study. 

The final chapter of the book is devoted to the find- 
ings and recommendations of the Committee on Debt 
Adjustment. This report, except in a few minor respects, 
is unanimous. An appendix contains a list of sources 
and a series of tables showing the chief figures upon 
which the findings are based. Certain weaknesses are 
admitted and one of the recommendations of the Com- 
mittee deals with the need for more complete debt sta- 
tistics, 

This reviewer finds himself in agreement with most 
of the conclusions and recommendations of the Com- 
mittee, though he questions the wisdom of permitting 
savings banks to invest in stocks. But whether or not 
the reader agrees with all the recommendations, he will 
put down this volume with a much clearer idea of the 
composition of the debt structure and of the problems 
arising from the existence of these debts. 

M. Brown 
Bowdoin College 


How to Operate under the Wage-Hour Law. Alexander 
Feller and Jacob E. Hurwitz. (New York: The 
enna Publishing Co., Inc., 1938, pp. vii, 248, 

.50.) 


Practical accounting procedure has been modified 
Many times in the past six years by so-called New Deal 


legislation. Accountants will find that they have another 
chore on their hands in digesting the Fair Labor Stand- 
ards Act, commonly referred to as the Wage and Hour 
Law, passed in the closing days of the last Congress. 

The provisions of this measure affect many marginal 
producers as well as certain jobs in plants which on the 
whole operate above the marginal level. It is also pos- 
sible that companies which pay their workers by means 
of bonus plans may be called upon to reanalyze their 
wage systems in the light of the “time and one-half” 
provisions of the law. New types of record keeping will 
be necessary in order to furnish required information. 
Clients will ask consulting accountants to explain vari- 
ous provisions of the act which on the surface look 
simple but which in operation may prove to have many 
ramifications. And the accountant will, of necessity, 
have to approach his new task cautiously, for the law 
has real teeth, and already the word has gone out that 
while the administrator will be patient with those who 
innocently violate the law, he is likely to be abrupt with 
employers who purposefully seek to evade it. For these 
reasons, readers of the AccOUNTING REVIEW will be 
particularly interested in this book. 

The volume is primarily a handbook for executives, 
lawyers, and accountants. It is neither a defense nor a 
condemnation of the Act. Rather it is an explanation. 
Supplementary background is given only when neces- 
sary for an appreciation of the explanation. Particularly 
pertinent in this regard are the chapters which deal with 
the changing concept of interstate commerce as indi- 
cated by recent decisions of the United State Supreme 
Court. 

The authors divide their book into four parts: Scope 
and Extent of the Law, Administration of the Law, 
Wage-Hour Law and Interstate Commerce, and Ap- 
pendices, which include many important analogous 
decisions by the National Labor Relations Board ar- 
ranged on a topical basis, the text of the Act, and the 
Administrative Rules and Regulations that had been 
issued up to the time the book was put on the press. In 
addition to the foregoing, the volume contains a chart 
insert on which is outlined graphically the basic provi- 
sions of the legislation. 

The authors believe that while the wage-and-hours 
provisions are relatively simple, and should, therefore, 
be easily understood, considerable difficulty may be 
experienced when the sales and distribution phases of 
the law are given proper scrutiny. In these areas the 
Act is not precise and may have ramifications of a pro- 
found nature. Much depends upon further clarification 
of what is and what is not interstate commerce. 

The volume is not an economic treatise and, except 
for the chapters dealing with interstate commerce, 
contributes little to the thinking of the economist. 
Furthermore, it is definitely handicapped through 
failure to incorporate in it a first-class index. 

Having made these observations, the reviewer wishes 
to revert to his former statement that the volume is 
essentially a handbook, and as such it is concise and well 
edited. Doubtless, it will fill a definite want in those 
areas where need exists for accurate information con- 
cerning proper procedure under the Act, and judging 
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from casual observation, those areas probably contain 
the great majority of employers of the United States. 
The volume is heartily recommended for what it is—a 
handbook of the Fair Labor Standards Act. 
EpwIn C. ROBBINS 
Harvard University 
Graduate School of Business Administration 


Financial Organization and the Economic System. Harold 
G. Moulton. (New York: McGraw-Hill Book Com- 
pany, Inc., pp. xviii, 515, $3.50.) 


Although appearing under a new title and labelled 
“first edition,” this is really a revision of The Financial 
Organization of Society, first written in 1921, revised in 
1926, and again in 1930. The former publication was 
prepared with the needs of college and university stu- 
dents primarily in view, but the latest revision is ad- 
dressed to the lay reader as well as to the undergraduate, 
and omits the “Introduction to Teachers” contained in 
its predecessor. 

Changes in the monetary system have necessitated 
a complete revision of many of the details of the earlier 
writing. For example, on the first page of the first 
chapter, it is necessary to state that the gold dollar is 
composed of 15 5/21 grains of metal instead of 25.8 
grains as was true in 1930. The omission of one sentence 
in the 1930 edition is significant of the thoroughness of 
the revision of the entire work. The offending sentence 
was: “It is sufficient for our present purposes to know 
that Congress is not much more likely to change the 
weight and fineness of the dollar than to change other 
units of measurement, such as the pound, foot, gallon, 
etc.” 

The question of inflation covered in a few pages of 
chapter II in the 1930 edition is greatly amplified and 
fills all of chapter VII of the new publication. Events of 
the past few years and their probable consequences are 
given consideration. In this chapter as well as elsewhere 
in the book is a more liberal sprinkling of bar charts, 
line graphs, and other forms of diagrammatic illustration. 
Gresham’s law and bimetallism still merit a place in 
the book, and while the section is completely rewritten, 
it contains much of the flavor of the former edition. 

America’s departure from the gold standard is an 
event of major importance and is the subject of a com- 
plete chapter, including a discussion of the ‘‘gold clause”’ 
cases. The chapter on foreign exchanges has undergone 
complete revision although the basic principles of 
foreign exchange have not changed. The chapter on the 
nature and functions of credit has required little revi- 
sion, nor is much change necessary in the chapter on 
credit instruments, although at this point a notable 
omission was possible.—The former publication being a 
college textbook was amply provided with facsimiles 
of bonds, stock certificates, notes, drafts, and checks. 
Such material, of course, does not belong in a book hav- 
ing the objective of the current work. The chapters on 
the raising of capital by business corporations required 
some shifting of materials. While there were state blue- 
sky laws in 1930, the Security and Exchange Commis- 
sion has come into being since the former edition was 


published, a whole new chapter on “The Regulation of 
the Investment Credit System” had to be written, 

The origin of the investment trust in the 1930 edition 
was ascribed to Great Britain about the middle of the 
nineteenth century, whereas in the latest publication 
new evidence is introduced. ‘The origin of the invest. 
ment trust can be traced to the formation of the Société 
Générale de Belgique in the first quarter of the nine. 
teenth century,” a fact that is neither interesting nor 
important, except that it emphasizes the thoroughness 
of the revision. The description of financial institutions, 
notably savings banks, has been considerably abridged, 
The chapter on the stock exchange also has been 
abridged and rewritten to a large extent to conform 
with the present attitude of the public toward stock 
speculation. The author mentions “certain develop. 
ments which have been tending to reduce the relative 
importance of the stock exchange in the financial sys- 
tem,” but does not indicate the most recent tendency 
of corporations to place whole issues of securities di- 
rectly with fiduciary institutions instead of selling 
them through investment securities houses as was once 
the custom. 

Further abridgement is observed in the chapter on 
commercial banking. Many of the details formerly in- 
cluded have been omitted. Less than three pages cover 
the subject of commercial banks and foreign trade 
which was the subject of an entire chapter in the former 
publication. A chapter on the changing character of 
commercial banking is new. The chapter on the evolu- 
tion of banking regulation has been largely rewritten 
and deals with the subject from the Civil War through 
the formation of the Federal Deposit Insurance Corpo- 
ration. Two chapters on the Federal Reserve System 
are reduced in length and brought up to 1937. Agricul- 
tural credit institutions likewise have undergone 
changes which have required a thorough revision of 
the former text. Financing of urban real estate is treated 
in somewhat the same manner as formerly, but brought 
up-to-date to bring in the H.O.L.C. and the F.HA. 
The description of consumptive credit institutions is 
much the same. But the position of the Government in 
the credit system has required special treatment. 
Finally, a chapter on the pecuniary system and price 
movements contains some concepts scattered through 
the former volume, but is given particular emphasis in 
the light of present conditions. 

The new work is as worthy of acceptance as a stand- 
ard text on finance as was the former widely read book. 
Indeed, it is fortunate for students of finance that so 
able a scholar as Doctor Moulton should have found 
time to place the financial organization of society in its 
present up-to-date form. 

CHARLES L. JAMISON 

University of Michigan 

School of Business Administration 


Applied Time and Motion Study. Walter G. Holmes. 
(New York: Ronald Press Company, 1938. Pp. ™; 
335. $3.75.) 

Applied Time and Motion Study is essentially a 

“how-to-do-it” manual for specialized technicians. 
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Many time and motion analysts will find it useful, for 
it isa practical book which emphasizes application and 
within its area it is notably complete and thorough. 

The author develops several unusual or new concepts 
and methods. For example, more than the usual atten- 
tion is given to the physical differences between indi- 
vidual workers and the effects of such variation on 
worker suitability and job methods. The chapter 
“Fatigue from Work” is unusual in that it includes an 
explanation of the effects of various types of work on 
the food requirements of the worker. The author states 
than when work requires the consumption of more 
than ordinary amounts of food, the worker should be 
compensated for this food requirement in addition to 
his remuneration for performing the task. The unit of 
measurement employed is the calorie. The author 
recommends that when an operator is doing work that 
requires more than 200 calories per working hour, he 
should receive compensation in addition to his earnings 
as an operator at the rate of $0.0108 per week for each 
calorie between 200 and 600 calories per working hour. 

To the 17 original therbligs and the now common 
therblig “Hold” have been added six “to define more 
clearly the body member movements, sense organs, and 
mental activities which accompany the body member 
movements. By the use of these additional therbligs, 
.,. the analyst is able to credit the operator with the 
time value for nerve reaction and mental processes.’’! 

A much-referred-to feature of this book is the table 
on page 244 showing standard times for a large number 
of elemental body movements and nerve reactions. 
These standards, expressed in ten thousandths of a 
minute, represent at least 1,000 timings each and in 
the author’s experience have stood the test of use. 
Chapter 14 contains a description of methods of de- 
termining such small time values, including “‘a simple 
method to give reliable time intervals shorter than 0.01 
minute” based on the formula for falling bodies.? 

The concluding chapter of the book discusses the 
applications of motion pictures and explains the author’s 
belief in the superiority of the stop watch in the hands 
of the trained observer. ‘‘For industrial motion, econo- 
my, this book recommends the method of motion 
analysis which builds up a synthesis of an economic 
work cycle from the ‘Times of Body Movements’. . . .”” 
given in the table of standard times to which reference 
has already been made. 

We have said that Mr. Holmes has been notably 
thorough in this work. To some it may appear that he 
has been excessively zealous in his pursuit of scientific- 
like exactness. It is this type of practice which causes 
Mr. James J. Gillespie‘ to berate scientific management, 
and your reviewer must agree that there is danger of 
self-destruction when the practices of scientific manage- 
ment are carried to a one-sided extreme. Mr. Holmes 


1 Chapter 12, page 217. 
Pages 277-280. 
‘ : Chapter 18, page 325. See also Chapter 13, page 


‘Gillespie James J. The Principles of Rational In- 
dustrial Management (New York, Pitman Publishing 
Corp., 1938). 
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has done well to note so carefully the importance of 
recognizing and attending to the physical variations of 
workers. Had he gone further and recognized the emo- 
tional essentials of the human being and the great role 
these emotional elements play in plant society, he would 
have done even better. He might, perhaps, have for- 
saken his pursuit of the ‘one best way” in the interest 
of achieving a practical application of the realization that 
for humans there is no one best way. Perhaps we are 
wrong in this conclusion, but somehow it seems difficult 
to foresee just how we would go about it to explain to 
the complete satisfaction of a seasoned operator on the 
job why it is that the standard allowed time of 0.0063 
minute for turning his head 30° to the right is only 
0.0008 minute more than the standard allowed time for 
turning his head 15° to the right.5 
FRANKLIN E. Forts 
Harvard University 
Graduate School of Business Administration 


Manual of Water Works Accounting. Municipal Finance 
Officers’ Association and the American Water Works 
Association, (Chicago, 1938, pp. v, 470). 


The authors set forth very clearly the purpose of this 
publication which is, “‘...to outline a practical ac- 
counting system and an effective accounting procedure 
for both municipal and private water works plants. The 
aim of accounting is to supply financial information. A 
good accounting system is one which provides for re- 
cording financial data in such manner that they can be 
utilized effectively as a guide in managing the utility 
plant, as a basis for determining the fidelity of persons 
administering water works funds, and as a means of in- 
forming public service commissions, creditors, stock- 
holders, municipalities, and customers, of the utility’s 
financial condition and operations.” 

The bulk of the material contained in this manual is 
designed especially for use in the medium-size utility 
(however, the principles set forth are with some altera- 
tion, applicable to smaller and larger utilities, particu- 
larly with regard to the number and extensiveness of the 
records needed). It is aimed directly at the Class B 
utility plant or those plants ranging in annual operating 
revenues from $100,000 to $250,000. 

“|. . organization for accounting control is but one 
aspect of general organization for carrying on the ac- 
tivities of the utility,” the book very carefully states, 
and “.. . the degree to which accounting control can 
be exercised will depend somewhat on the general-or- 
ganization set up.” Thus accounting control is recog- 
nized as having a very definite place in the general or- 
ganization for controlling purposes, but complementing 
and supplementing devices are also recognized as being 
necessary. With this idea the manual proceeds to dis- 
cuss the relationship of accounting to the general- 
organization set up, showing how accounting provides 
controls over such items as Receivables, Cash, Mate- 
rials and Supplies, and Payrolls, and why such control 
is necessary for effective general-organization control of 
the operations of the utility plant. 


5 See pages 244, 310, 311. 
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An extensive classification of accounts is suggested 
to be used in this connection. This classification is ac- 
companied by an extended discussion of double-entry 
record keeping which seems to indicate that the manual 
is prepared for use even by those who have had little 
training in the double-entry method; as the manual pro- 
ceeds in its application to utilities however, it is evident 
that a more thorough understanding of the double-entry 
method is necessary to fully understand and operate the 
procedure given. There is some confusion here, for if the 
manual is to be used by those who already possess a 
good working knowledge of the double-entry method of 
record keeping then it seems that the manual goes too 
much into detail, and that it could be shortened mate- 
rially without losing any of its effectiveness. 

There is a chapter on Books of Original Entry, re- 
plete with forms and illustrations. The forms suggested 
are good for the most part, especially the form for the 
General Journal which appears to be a form that could 
be easily operated and is quite complete in its entirety. 
The book goes into great detail in explaining how to use 
these books of original entry, even going so far as show 
the method to be followed in opening up the books of a 
utility. 

Since “ . . . customer accounting forms an important 
phase of a utility’s activities in that the utility’s rev- 
enues are derived primarily from charges for services 
rendered to customers,” two chapters are devoted to 
Customer Accounting and Collecting and are developed 
in considerable detail. This elaborate description is nec- 
essary presumably because of the importance of this 
operation, and numerous forms are presented that may 
be used in the operation of each phase of this work. The 
set up outlined would be very effective but the fact that 
its successful operation would require a sizable account- 
ing department may lead to some hesitation in following 
the authors’ recommendations. 

The third part of the book deals with accounting for 
expenditures for purchases, material and supplies, and 
the payroll. The discussion of these three chapters is not 
materially different from that found in the ordinary text 
on accounting for these items where a cost accounting 
system is used, except for the sections relating to adver- 
tising for bids on services or items to be purchased from 
outside concerns. Even here the main difference is 
mostly in the matter of routine, especially on the part of 
a municipal utility where the routine is somewhat ex- 
tended compared to the ordinary private utility or en- 
terprise. 

The chapter on Depreciation is quite complete, pre- 
senting the charts to be used in calculating the amounts 
of money to be set aside in a Depreciation Fund that 
will accumulate to an amount large enough to purchase 
new equipment when the old equipment is to be re- 


tired. The setting aside of a Depreciation Fund ig be. 
lieved to be a decided step forward in the matter of 
utility accounting; it will eliminate the haphazard te. 
tirement method that has been so much in vogue in the 
past. (It is interesting to note that the straight-line 
method of recording depreciation is given first place jn 
the discussion although other methods of merit are pre. 
sented.) 

The chapter on Cost Accounting is little different 
from the ordinary discussion of cost accounting found in 
the usual accounting textbook. The main differences 
arise from the fact that it is an application of cost ac. 
counting to a particular enterprise, namely, the public 
water utility. 

Part five, on the Preparation of Financial State. 
ments, consists of a discussion of the adjusting and 
closing entries necessary before the preparation of finan- 
cial statements at the end of the fiscal period, the en- 
tries being somewhat similar to those used in ordinary 
commercial accounting. It is at this point, however, 
that the most severe criticism of the manual can be 
offered; it does seem, in the light of present day prac- 
tice, that the number of statements the manual suggests 
is far too many. It is true that the statements that are 
suggested might, if properly used, prove helpful to the 
management of the utility, but the large number of re- 
ports and statements recommended for public distribu- 
tion does not seem to be warranted. It is doubtful that 
a sufficient number of average lay persons could, or 
would, use them to an extent that would justify their 
preparation and distribution, and the expenditure of 
time and effort in the preparation of such a list of state- 
ments would consume a large part of the output of any 
but the largest accounting departments. Present prac- 
tice seems to confine the number of statements prepared 
and distributed to the general public to a Balance Sheet 
and a Revenue-and-Expenditure, or Profit-and-Loss, 
Statement. It is probable that more statements could 
be distributed to the general public which would en- 
hance their knowledge of the utility, but the number 
presented by the manual is wholly out of proportion to 
the benefits that would accrue. 

On the whole the material is well presented—the 
most serious criticism being, as has been stated, that 
there is too much detail and repetition, especially on the 
subject of entries. Even this criticism must be modified, 
however, if the book is to be used by persons possessing 
only a limited knowledge of double-entry bookkeeping. 
The manual carries an excellent bibliography and a 
comprehensive section on terminology and is certainly 
an important contribution to the field of utility ac- 
counting. 

F, L. TURNER 

University of Illinois 
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UNIVERSITY NOTES 


A. & M. (TExAs) 


W. M. Simpson, Assistant Professor of Ac- 
counting, passed the November C.P.A. examina- 
tion. 

S. M. Stubbs, Instructor, has been given a 
year’s leave of absence in order to become travel- 
ling auditor for the Texas Unemployment Com- 
pensation Commission. 


BUTLER COLLEGE 


An Accounting Institute, sponsored by the 
Butler College of Business Administration and 
the Indiana Association of Certified Public Ac- 
countants, with the cooperation of the American 
Institute of Accountants, is to be held at Butler 
University May 12 and 13, 1939. O. C. Herdrich, 
president of the Indiana Association of Certified 
Public Accountants, has been named state chair- 
man of a committee in charge of arrangements. 
Other association officials who have been named 
to the committee are: Gregory F. Detmer, Floyd 
H. Kirlin, Professor Lloyd, W. M. Madden, 
John W. Miller and E. E. Thomas. Dr. Ross, 
Professor Lloyd, and Professor Charles Kinter, 
head of the Butler journalism department, com- 
prise a committee in charge of arrangements at 
the university. Frank A. Hale, assistant secretary 
of the American Institute of Accountants, is in 
charge of arrangements in New York City. 


UNIVERSITY OF CALIFORNIA 


Professor Emeritus H. R. Hatfield is giving a 
graduate seminar in unsettled problems in ac- 
counting during the current semester. 


UNIVERSITY OF CALIFORNIA AT Los ANGELES 


Professor W. E. Karrenbrock was elected 
president of Beta Alpha Psi, the national profes- 
sional and honorary accounting fraternity, at the 
Detroit meetings last December. 


UNIVERSITY OF CINCINNATI 


To the curriculum has been added a new seven- 
year study program that combines Business Ad- 
ministration and Law. 

Professor A. W. Holmes’ new text, entitled 
“Auditing: Principles and Procedure,’ was pub- 
lished by Business Publications, Inc., of Chicago, 
on January 15, 1939. 

Mr. Frederic Powers has been appointed a 
Lecturer in Accounting. 


UNIVERSITY OF ILLINOIS 


Professor C. S. Schlatter’s new book on Ad- 
vanced Cost Accounting was published by John 
Wiley & Sons in time for use this semester. 

Five graduate students passed during the last 
semester the preliminary examination for the 
Ph.D. in Accountancy and will devote the coming 
year of study to writing theses. 


INDIANA UNIVERSITY 


Construction on the new half million dollar 
School of Business building is in progress. The 
five-story structure is planned for the following 
uses: First and second stories for class rooms; 
third and fourth stories for faculty offices and 
special rooms; the fifth floor, which is in the tower 
of the building, is reserved for use in the commer- 
cial teacher training program. A wing of the 
building houses the School of Business Library. 

Professor Stanley A. Pressler passed the No- 
vember C.P.A. examination. 


UNIVERSITY OF KANSAS 


Mr. Frank Bain, Instructor in Accounting, has 
resigned to accept a position at Baylor Univer- 
sity. 

Mr. J. Bland Pope has been added to the staff 
as Instructor of Accounting. 

A new course was offered this year in Account- 
ing Systems. 


MARQUETTE UNIVERSITY 


Professor Harvey G. Meyer of the University 
of Tennessee and Leo A. Schmidt of Marquette 
University are exchanging positions for the 1939 
Summer Session. 

The University is cooperating with the Mil- 
waukee Chapter of the N.A.C.A. in offering a se- 
ries of ten lectures on material control. The lec- 
tures will be given at the University by members 
of the N.A.C.A. and will be attended by N.A.C.A. 
members and seniors majoring in Accounting. 


UNIVERSITY OF OREGON 


The Oregon State Society of C.P.A.’s has re- 
cently completed a study of the legal and ac- 
counting aspects of real and personal property 
taxes as they would apply to Oregon. 


UNIVERSITY 


Beta Psi, local accounting society, will sponsor 
an accounting forum on March 27, 1939. Tenta- 
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tive plans call for discussion of the following top- 
ics: Protection for Business and the Investor; 
Important Problems of Organization and Con- 
trol; Labor and Payroll Methods under Govern- 
mental Regulation. The forum will be held in the 
interest of administration and accounting person- 
nels concerned, in the immediate territory served 
by the University. 


UNIVERSITY OF TEXAS 


Fladger F. Tannery, Assistant Professor of 
Accounting, has returned after a two-year leave 
which was spent as first Assistant State Auditor 
of Texas. 


A course in hotel accounting is being organized 
for the summer session of 1939. q 


SOUTHERN METHODIST UNIVERSITY 


Eugene C. Hodges, C.P.A., has been added ¢ 
the accounting staff. 

A. W. Foscue, Jr., Associate Professor of Ag 
counting and Statistics, has been given a leave ofr 
absence for 1939-40. 

The present year finds the School of Coma 
merce with its largest enrollment of students tg¥ 
date, the first semester figures being: Day Diye™ 
sion, 791; Evening Division, 336. % 

Dudley A. Curry, Instructor in Accountingy) 
passed the November C.P.A. examination, 
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